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INTRODUCTION

This document,! prepared by the staff of the Joint Committee on
Taxation in consultation with the staffs of the House Committee on
Ways and Means and the Senate Committee on Finance, provides
an explanation of tax legislation enacted in the 108th Congress.
The explanation follows the chronological order of the tax legisla-
tion as signed into law.

For each provision, the document includes a description of
present and prior law, explanation of the provision, and effective
date. Present and prior law describes the law in effect immediately
prior to enactment. Prior law indicates the portion of the law that
was changed by the provision. For most provisions, the reasons for
change are also included. In some instances, provisions included in
legislation enacted in the 108th Congress were not reported out of
committee before enactment. As a result, the legislative history of
such provisions does not include the reasons for change normally
included in a committee report. In the case of such provisions, no
reasons for change are included with the explanation of the provi-
sion in this document.

Part One of this document is an explanation of the provisions of
the Jobs and Growth Tax Relief Reconciliation Act of 2003 (Pub. L.
No. 108-27), relating to the acceleration of certain previously en-
acted tax reductions, growth incentives for businesses, reduction in
taxes on dividends and capital gains, and corporate estimated tax
payments.

Part Two is an explanation of the provision of Surface Transpor-
tation Extension Act of 2003 (Pub. L. No. 108-88) relating to the
extension of the Highway Trust Fund and Aquatic Resources Trust
Fund expenditure authority.

Part Three is an explanation of provisions relating to disclosure
of return information relating to student loans, extension of IRS
user fees, and extension of custom user fees of an Act to extend the
Temporary Assistance for Needy Families block grant program and
certain tax and trade programs and for other purposes (Pub. L. No.
108-89).

Part Four is an explanation of the provisions of the Military
Family Tax Relief Act of 2003 (Pub. L. No. 108-121), relating to
improving tax equity for military personnel and extension of cus-
tom user fees.

Part Five is an explanation of the provisions of the Medicare Pre-
scription Drug, Improvement, and Modernization Act (Pub. L. No.
108-173) relating to disclosure of return information for purposes
under the Medicare discount card program, disclosure of return in-
formation relating to income-related reduction in Part B Premium

1This document may be cited as follows: Joint Committee on Taxation, General Explanation
of Tax Legislation Enacted in the 108th Congress (JCS-5-05), May 2005.
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subsidy, health savings accounts, exclusion from gross income of
certain Federal subsidies for prescription drug plans, and an excep-
tion to information reporting for certain health arrangements.

Part Six is an explanation of the provisions of the Vision 100-
Century of Aviation Reauthorization Act (Pub. L. No. 108-176) re-
lating to the extension of expenditure authority.

Part Seven is an explanation of the provision of the
Servicemembers Civil Relief Act (Pub. L. No. 108-189) relating to
tax collection of servicemembers.

Part Eight is an explanation of the provision of the Surface
Transportation Extension Act of 2004 (Pub. L. No. 108-202) relat-
ing to extension of the Highway Trust Fund and Aquatic Resources
Trust Fund expenditure authority.

Part Nine is an explanation of the revenue provisions of the So-
cial Security Protection Act of 2004 (Pub. L. No. 108-203) relating
to the treatment of individual work plans under the Ticket to Work
program, FICA and SECA tax exemptions individuals subject to
the laws of a tantalization agreement partner, and other technical
amendments.

Part Ten is an explanation of the provisions of the Pension Fund-
ing Equity Act of 2004 (Pub. L. No. 108-218), relating to temporary
replacement of the 30-year Treasury rate and election of alter-
native deficit reduction contribution, multiemployer plan funding
notices, deferral of the charge for a portion of net experience loss
of multiemployer plans, and other provisions.

Part Eleven is an explanation of the provision of the Surface
Transportation Extension Act of 2004, Part II (Pub. L. No. 108—
224) relating to the extension of the Highway Trust Fund and
Aquatic Resources Trust Fund expenditure authority.

Part Twelve is an explanation of the provision of the Surface
Transportation Extension Act of 2004, Part III (Pub. L. No. 108-
263) relating to the extension of the Highway Trust Fund and
Aquatic Resources Trust Fund expenditure authority.

Part Thirteen is an explanation of the provision of the Surface
Transportation Extension Act of 2004, Part IV (Pub. L. No. 108—
280) relating to the extension of the Highway Trust Fund and
Aquatic Resources Trust Fund expenditure authority.

Part Fourteen is an explanation of the provision of the Surface
Transportation Extension Act of 2004, Part V (Pub. L. No. 108-
310) relating to the extension of the Highway Trust Fund and
Aquatic Resources Trust Fund expenditure authority.

Part Fifteen is an explanation of the provisions of the Working
Families Tax Relief Act of 2004 (Pub. L. No. 108-311), relating to
extension of certain expiring provisions, uniform definition of child
and tax technical corrections.

Part Sixteen is an explanation of the provision to clarify the tax
treatment of bonds and other obligations issued by the Government
of American Samoa (Pub. L. No. 108-326).

Part Seventeen is an explanation of the provisions of the America
Jobs Creation Act of 2004 (Pub. L. No. 108-357), relating to the re-
peal of exclusion for extraterritorial income, business tax incen-
tives, tax relief for agriculture and small manufacturers, tax reform
and simplification for United States businesses, deduction of State
and local sales taxes, miscellaneous and revenue provisions.
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Part Eighteen is an explanation of the revenue provisions of the
Ronald W. Reagan National Defense Authorization Act for Fiscal
Year 2005 (Pub. L. No. 108-375) relating to the exclusion from
gross income of travel benefits under Operation Hero Miles.

Part Nineteen is an explanation of the revenue provisions of the
Consolidated Appropriations Act, 2005 (Pub. L. No. 108-447) relat-
ing to the application of ERISA anticutback rules to certain multi-
employer plan amendments.

Part Twenty is an explanation of the provisions of the Act to
treat certain arrangements maintained by the YMCA Retirement
Fund as church plans for the purposes of certain provisions of the
Internal Revenue Code of 1986, and for other purposes (Pub. L. No.
109-476).

Part Twenty-One is an explanation of the provision of the Act to
modify the taxation of arrow components (Pub. L. No. 108-493).

The Appendix provides the estimated budget effects of tax legis-
lation enacted in the 108th Congress.

The first footnote in each part gives the legislative history of
each of the Acts of the 108th Congress discussed.



PART ONE: JOBS AND GROWTH TAX RELIEF
RECONCILIATION ACT OF 2003 (PUBLIC LAW 108-27) 2

I. ACCELERATION OF CERTAIN PREVIOUSLY ENACTED
TAX REDUCTIONS

A. Accelerate the Increase in the Child Tax Credit (sec. 101
of the Act and sec. 24 of the Code)

Present and Prior Law

In general

For 2003, an individual may claim a $600 tax credit for each
qualifying child under the age of 17. In general, a qualifying child
is an individual for whom the taxpayer can claim a dependency ex-
emption and who is the taxpayer’s son or daughter (or descendent
of either), stepson or stepdaughter (or descendent of either), or eli-
gible foster child.

Under prior law, the child tax credit was scheduled to increase
to $1,000, phased-in over several years.

Table 1, below, shows the scheduled increases of the child tax
credit as provided under the Economic Growth and Tax Relief Rec-
onciliation Act of 2001 (“EGTRRA”).

Table 1.—Scheduled Increase of the Child Tax Credit

Credit
Taxable year amount per
child
20032004 ......ooiiiiiiiii e $600
20052008 ....oeiiiiiieiiiieee e e e e e e e e e $700
2009 ..ttt e e e $800
20101 L $1,000

1The credit reverts to $500 in taxable years beginning after December 31, 2010,
under the sunset provision of EGTRRA.

The child tax credit is phased-out for individuals with income
over certain thresholds. Specifically, the otherwise allowable child
tax credit is reduced by $50 for each $1,000 (or fraction thereof) of
modified adjusted gross income over $75,000 for single individuals
or heads of households, $110,000 for married individuals filing joint
returns, and $55,000 for married individuals filing separate re-

2H.R. 2. The House Committee on Ways and Means reported the bill on May 8, 2003 (H.R.
Rep. No. 108-94). The House passed the bill on May 9, 2003. The Senate Committee on Finance
reported S. 1054 on May 13, 2003 (S. Prt. No. 108-26). The Senate passed H. R. 2, as amended
by the provisions of S. 1054, on May 15, 2003. The conference report was filed on May 22, 2003
(H.R. Rep. No. 108-126), and was passed by the House on May 23, 2003, and the Senate on
May 23, 2003. The President signed the bill on May 28, 2003.

4)
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turns.3 The length of the phase-out range depends on the number
of qualifying children. For example, the phase-out range for a sin-

le individual with one qualifying child is between %75,000 and
%87 ,000 of modified adjusted gross income. The phase-out range for
a single individual with two qualifying children is between $75,000
and $99,000.

The amount of the tax credit and the phase-out ranges are not
adjusted annually for inflation.

Refundability

For 2003, the child credit is refundable to the extent of 10 per-
cent of the taxpayer’s earned income in excess of $10,500.4 The per-
centage is increased to 15 percent for taxable years 2005 and there-
after. Families with three or more children are allowed a refund-
able credit for the amount by which the taxpayer’s social security
taxes exceed the taxpayer’s earned income credit, if that amount is
greater than the refundable credit based on the taxpayer’s earned
income in excess of $10,500 (for 2003). The refundable portion of
the child credit does not constitute income and is not treated as re-
sources for purposes of determining eligibility or the amount or na-
ture of benefits or assistance under any Federal program or any
State or local program financed with Federal funds. For taxable
years beginning after December 31, 2010, the sunset provision of
EGTRRA applies to the rules allowing refundable child credits.

Alternative minimum tax liability

The child credit is allowed against the individual’s regular in-
come tax and alternative minimum tax. For taxable years begin-
ning after December 31, 2010, the sunset provision of EGTRRA ap-
plies to the rules allowing the child credit against the alternative
minimum tax.

Reasons for Change

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (“the
Act”) accelerated the increase in the child tax credit in order to pro-
vide additional tax relief to families to help offset the significant
costs of raising a child. Further, the Act provided immediate tax re-
lief to American taxpayers in the form of the advance payment of
the increased amount of the child credit. The Congress believed
that such immediate tax relief might encourage short-term growth
in the economy by providing individuals with additional cash to
spend.

Explanation of Provision

Under the Act, the amount of the child credit is increased to
$1,000 for 2003 and 2004.5 After 2004, the child credit will revert

3 Modified adjusted gross income is the taxpayer’s total gross income plus certain amounts ex-
cluded from gross income (i.e., excluded income of: U.S. citizens or residents living abroad (sec.
911), residents of Guam, American Samoa, and the Northern Mariana Islands (sec. 931), and
residents of Puerto Rico (sec. 933)). Unless otherwise indicated, all section references are to the
Internal Revenue Code.

4The $10,500 amount is indexed for inflation.

5The increase in refundability to 15 percent of the taxpayer’s earned income, scheduled for
calendar years 2005 and thereafter, is not accelerated under the provision.
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to the levels provided under present and prior law, as described
above. For 2003, the increased amount of the child credit will be
paid in advance beginning in July, 2003, on the basis of informa-
tion on each taxpayer’s 2002 return filed in 2003. The IRS is not
expected to issue advance payment checks to an individual who did
not claim the child credit for 2002. Such payments will be made in
a manner similar to the advance payment checks issued by the
Treasury in 2001 to reflect the creation of the 10-percent regular
income tax rate bracket.®

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002, and before January 1, 2005.

B. Accelerate Marriage Penalty Relief (secs. 102 and 103 of
the Act and secs. 1 and 63 of the Code)

1. Standard deduction marriage penalty relief

Present and Prior Law

Marriage penalty

A married couple generally is treated as one tax unit that must
pay tax on the couple’s total taxable income. Although married cou-
ples may elect to file separate returns, the rate schedules and other
provisions are structured so that filing separate returns usually re-
sults in a higher tax than filing a joint return. Other rate sched-
ules apply to single persons and to single heads of households.

A “marriage penalty” exists when the combined tax liability of a
married couple filing a joint return is greater than the sum of the
tax liabilities of each individual computed as if they were not mar-
ried. A “marriage bonus” exists when the combined tax liability of
a married couple filing a joint return is less than the sum of the
tax liabilities of each individual computed as if they were not mar-
ried.

Basic standard deduction

Taxpayers who do not itemize deductions may choose the basic
standard deduction (and additional standard deductions, if applica-
ble),” which is subtracted from adjusted gross income (“AGI”) in ar-
riving at taxable income. The size of the basic standard deduction
varies according to filing status and is adjusted annually for infla-
tion.8 Under prior law for 2003, the basic standard deduction for
married couples filing a joint return was 167 percent of the basic
standard deduction for single filers. (Stated alternatively, under
prior law for 2003, the basic standard deduction amount for single
filers was 60 percent of the basic standard deduction amount for
married couples filing joint returns). Thus, two unmarried individ-

6The size of the child credit for taxable years beginning after December 31, 2004, was modi-
fied by the Working Families Tax Relief Act of 2004, described in Part Fifteen of this document.

7 Additional standard deductions are allowed with respect to any individual who is elderly (age
65 or over) or blind.

8For 2003 the basic standard deduction amounts are: (1) $4,750 for unmarried individuals;
(2) $7,950 for married individuals filing a joint return; (3) $7,000 for heads of households; and
(4) $3,975 for married individuals filing separately.
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uals have standard deductions whose sum exceeds the standard de-
duction for a married couple filing a joint return.

EGTRRA increased the basic standard deduction for a married
couple filing a joint return to twice the basic standard deduction
for an unmarried individual filing a single return.? The increase in
the standard deduction for married taxpayers filing a joint return
is scheduled to be phased-in over five years beginning in 2005 and
will be fully phased-in for 2009 and thereafter. Table 2, below,
shows the standard deduction for married couples filing a joint re-
tulin as a percentage of the standard deduction for single individ-
uals.

Table 2.—Size of the Basic Standard Deduction for Married
Couples Filing Joint Returns

Standard deduction for
married couples filing
joint returns as percent-
age of standard deduction
for unmarried individual

Taxable year

returns
2003=2004 ..o 167
2005 e eaae 174
20006 .oiiiieeeee e e 184
2007 e eeaae 187
2008 e eaae 190
2009 and 20101 ... 200

1The basic standard deduction increases are repealed for taxable years begin-
ning after December 31, 2010, under the sunset provision of EGTRRA.

Reasons for Change

The Congress remained concerned about the inequity that arises
when two working single individuals marry and experience a tax
increase solely by reason of their marriage. Any attempt to address
the marriage tax penalty involves the balancing of several com-
peting principles, including equal tax treatment of married couples
with equal incomes, the determination of equitable relative tax
burdens of single individuals and married couples with equal in-
comes, and the goal of simplicity in compliance and administration.
The Congress believed that the acceleration of the increase in the
standard deduction for married couples filing a joint return was a
responsible reduction of the marriage tax penalty.

Explanation of Provision

The Act increases the basic standard deduction amount for joint
returns to twice the basic standard deduction amount for single re-
turns effective for 2003 and 2004. For taxable years beginning after

9The basic standard deduction for a married taxpayer filing separately will continue to equal
one-half of the basic standard deduction for a married couple filing jointly; thus, the basic stand-
ard deduction for unmarried individuals filing a single return and for married couples filing sep-
arately will be the same after the phase-in period.
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2004, the applicable percentages will revert to those allowed under
present and prior law, as described above in Table 2.10

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002, and before January 1, 2005.

2. Accelerate the expansion of the 15-percent rate bracket
for married couples filing joint returns

Present and Prior Law

In general

Under the Federal individual income tax system, an individual
who is a citizen or resident of the United States generally is subject
to tax on worldwide taxable income. Taxable income is total gross
income less certain exclusions, exemptions, and deductions. An in-
dividual may claim either a standard deduction or itemized deduc-
tions.

An individual’s income tax liability is determined by computing
his or her regular income tax liability and, if applicable, alternative
minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the reg-
ular income tax rate schedules (or tax tables) to the individual’s
taxable income and then is reduced by any applicable tax credits.
The regular income tax rate schedules are divided into several
ranges of income, known as income brackets, and the marginal tax
rate increases as the individual’s income increases. The income
bracket amounts are adjusted annually for inflation. Separate rate
schedules apply based on filing status: Single individuals (other
than heads of households and surviving spouses), heads of house-
holds, married individuals filing joint returns (including surviving
spouses), married individuals filing separate returns, and estates
and trusts. Lower rates may apply to capital gains.

In general, the bracket breakpoints for single individuals are ap-
proximately 60 percent of the rate bracket breakpoints for married
couples filing joint returns.1! The rate bracket breakpoints for mar-
ried individuals filing separate returns are exactly one-half of the
rate brackets for married individuals filing joint returns. A sepa-
rate, compressed rate schedule applies to estates and trusts.

15-percent regular income tax rate bracket

EGTRRA increased the size of the 15-percent regular income tax
rate bracket for a married couple filing a joint return to twice the
size of the corresponding rate bracket for a single individual filing
a single return. The increase is phased-in over four years, begin-
ning in 2005. Therefore, this provision is fully effective (i.e., the
size of the 15-percent regular income tax rate bracket for a married

10The size of the basic standard deduction for taxable years beginning after December 31,
2004, was modified by the Working Families Tax Relief Act of 2004, described in Part Fifteen
of this document.

11Under present law, the rate bracket breakpoint for the 38.6 percent marginal tax rate is
the same for single individuals and married couples filing joint returns.
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couple filing a joint return is twice the size of the 15-percent reg-
ular income tax rate bracket for an unmarried individual filing a
single return) for taxable years beginning after December 31, 2007.
Table 3, below, shows the size of the 15-percent bracket.

Table 3.—Size of the 15-Percent Rate Bracket for Married
Couples Filing Joint Returns

End point of 15-percent
rate bracket for married
couples filing joint re-
turns as percentage rate
bracket for unmarried in-
dividuals

Taxable year

2003-2004 .......oociiiiiii, 167
2005 ..o, 180
2006 ..o, 187
2007 i, 193
2008 and 20101 ......ccceiiiiriiieeeeee 200

1The increases in the 15-percent rate bracket for married couples filing a joint
return are repealed for taxable years beginning after December 31, 2010, under
the sunset of EGTRRA.

Reasons for Change

The Congress believed that accelerating the expansion of the 15-
percent rate bracket for married couples filing joint returns, in con-
junction with the expansion of the standard deduction amount for
joint filers, would alleviate the effects of the marriage tax penalty.
These provisions significantly reduced the most widely applicable
marriage penalties.

Explanation of Provision

The Act increases of the size of the 15-percent regular income tax
rate bracket for joint returns to twice the width of the 15-percent
regular income tax rate bracket for single returns for taxable years
beginning in 2003 and 2004. For taxable years beginning after
2004, the applicable percentages will revert to those allowed under
present and prior law, as described above.12

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002, and before January 1, 2005.

12The size of the 15-percent regular rate bracket for joint returns for taxable years beginning
after December 31, 2004, was modified by the Working Families Tax Relief Act of 2004, de-
scribed in Part Fifteen of this document.
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C. Accelerate Reductions in Individual Income Tax Rates
(secs. 104, 105, and 106 of the Act and secs. 1 and 55 of the
Code)

Present and Prior Law

In general

Under the Federal individual income tax system, an individual
who is a citizen or a resident of the United States generally is sub-
ject to tax on worldwide taxable income. Taxable income is total
gross income less certain exclusions, exemptions, and deductions.
An individual may claim either a standard deduction or itemized
deductions.

An individual’s income tax liability is determined by computing
his or her regular income tax liability and, if applicable, alternative
minimum tax liability.

Regular income tax liability

Regular income tax liability is determined by applying the reg-
ular income tax rate schedules (or tax tables) to the individual’s
taxable income. This tax liability is then reduced by any applicable
tax credits. The regular income tax rate schedules are divided into
several ranges of income, known as income brackets, and the mar-
ginal tax rate increases as the individual’s income increases. The
income bracket amounts are adjusted annually for inflation. Sepa-
rate rate schedules apply based on filing status: single individuals
(other than heads of households and surviving spouses), heads of
households, married individuals filing joint returns (including sur-
viving spouses), married individuals filing separate returns, and es-
tates and trusts. Lower rates may apply to capital gains.

For 2003, the regular income tax rate schedules for individuals
are shown in Table 4, below. The rate bracket breakpoints for mar-
ried individuals filing separate returns are exactly one-half of the
rate brackets for married individuals filing joint returns. A sepa-
rate, compressed rate schedule applies to estates and trusts.

Table 4.—Individual Regular Income Tax Rates for 2003

If taxable income But not over: Then regular income tax equals:

is over:
Single Individuals

$O e, $6,000 ....... 10% of taxable income

$6,000 ................ $28,400 ..... $600, plus 15% of the amount
over $6,000

$28,400 .............. $68,800 ..... $3,960.00, plus 27% of the
amount over $28,400

$68,800 .............. $143,500 ... $14,868.00, plus 30% of the
amount over $68,800

$143,500 ............ $311,950 ... $37,278.00, plus 35% of the

amount over $143,500
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Table 4.—Individual Regular Income Tax Rates for 2003—
Continued

If taxable income But not over: Then regular income tax equals:

is over:

Over $311,950 ... .oveoviveeeens $96,235.50, plus 38.6% of the
amount over $311,950

Head of Households

SO e, $10,000 ..... 10% of taxable income

$10,000 .............. $38,050 ..... $1,000, plus 15% of the amount
over $10,000

$38,050 .............. $98,250 ..... $5,207.50, plus 27% of the
amount over $38,050

$98,250 .............. $159,100 ... $21,461.50, plus 30% of the
amount over $98,250

$159,100 ............ $311,950 ... $39,716.50, plus 35% of the
amount over $159,100

Over $311,950 ... .coeerverennns 93,214, plus 38.6% of the amount
over $311 950

Married Individuals Filing Joint Returns

SO e, $12,000 ..... 10% of taxable income

$12,000 .............. $47.450 ..... $1,200, plus 15% of the amount
over $12,000

$47.450 .............. $114,650 ... $6,517.50, plus 27% of the
amount over $47,450

$114,650 ............ $174,700 ... $24,661.50, plus 30% of the
amount over $114,650

$174,700 ............ $311,950 ... $42,676.50, plus 35% of the
amount over $174,700

Over $311,950 ... .ovoovviveeeens $90,714, plus 38.6% of the

amount over $311,950

Ten-percent regular income tax rate

Under prior law, the 10-percent rate applied to the first $6,000
of taxable income for single individuals, $10,000 of taxable income
for heads of households, and $12 000 for married couples filing
joint returns. Effective beglnnlng in 2008, the $6,000 amount will
increase to $7,000 and the $12,000 amount will increase to
$14,000.

The taxable income levels for the 10-percent rate bracket will be
adjusted annually for inflation for taxable years beginning after
December 31, 2008. The bracket for single individuals and married
individuals filing separately is one-half for joint returns (after ad-
justment of that bracket for inflation).

The 10-percent rate bracket will expire for taxable years begin-
ning after December 31, 2010, under the sunset provision of the
Economic Growth and Tax Relief Reconciliation Act of 2001
(“EGTRRA”).
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Reduction of other regular income tax rates

Prior to EGTRRA, the regular income tax rates were 15 percent,
28 percent, 31 percent, 36 percent, and 39.6 percent.l3 EGTRRA
added the 10-percent regular income tax rate, described above, and
retained the 15-percent regular income tax rate. Also, the 15-per-
cent regular income tax bracket was modified to begin at the end
of the 10-percent regular income tax bracket. EGTRRA also made
other changes to the 15-percent regular income tax bracket.14

Also, under EGTRRA, the 28 percent, 31 percent, 36 percent, and
39.6 percent rates are phased down over six years to 25 percent,
28 percent, 33 percent, and 35 percent, effective after June 30,
2001. The taxable income levels for the rates above the 15-percent
rate in all taxable years are the same as the taxable income levels
that apply under the prior-law rates.

Table 5, below, shows the schedule of regular income tax rate re-
ductions.

Table 5.—Scheduled Regular Income Tax Rate Reductions

28% rate 31% rate 36% rate 39.6% rate

Taxable year reduced reduced reduced reduced
to: to: to: to:
2001-20031 ............. 27 30 35 38.6
2004-2005 ............... 26 29 34 37.6
2006-20102 ............. 25 28 33 35.0

1Effective July 1, 2001.
2The reduction in the regular income tax rates are repealed for taxable years
beginning after December 31, 2010, under the sunset provision of EGTRRA.

Alternative minimum tax exemption amounts

The alternative minimum tax is the amount by which the ten-
tative minimum tax exceeds the regular income tax. An individ-
ual’s tentative minimum tax is the sum of (1) 26 percent of so
much of the taxable excess as does not exceed $175,000 ($87,500
in the case of a married individual filing a separate return) and (2)
28 percent of the remaining taxable excess. The taxable excess is
so much of the alternative minimum taxable income (“AMTI”) as
exceeds the exemption amount. The maximum tax rates on net cap-
ital gain and dividends used in computing the regular tax are used
in computing the tentative minimum tax. AMTI is the individual’s
taxable income adjusted to take account of specified preferences
and adjustments.

Under prior law, the exemption amounts were: (1) $49,000
($45,000 in taxable years beginning after 2004) in the case of mar-
ried individuals filing a joint return and surviving spouses; (2)
$35,750 ($33,750 in taxable years beginning after 2004) in the case
of other unmarried individuals; (3) $24,500 ($22,500 in taxable
years beginning after 2004) in the case of married individuals filing

13The regular income tax rates will revert to these percentages for taxable years beginning
after December 31, 2010, under the sunset of EGTRRA.

14 See the discussion of the provision regarding marriage penalty relief in the 15—percent reg-
ular income tax bracket, above.
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a separate return; and (4) $22,500 in the case of an estate or trust.
The exemption amounts are phased out by an amount equal to 25

ercent of the amount by which the individual’s AMTI exceeds (1)
5150,000 in the case of married individuals filing a joint return and
surviving spouses, (2) $112,500 in the case of other unmarried indi-
viduals, and (3) $75,000 in the case of married individuals filing
separate returns or an estate or a trust. These amounts are not in-
dexed for inflation.

Reasons for Change

The Congress believed that high marginal individual income tax
rates reduce incentives for taxpayers to work, to save, and to invest
and, thereby, have a negative effect on the long-term health of the
economy. The higher that marginal tax rates are, the greater is the
disincentive for individuals to increase their work effort. Lower
marginal tax rates provide greater incentives to taxpayers to be en-
trepreneurial risk takers; the Congress believed that the higher
marginal tax rates of prior-law discourage success. The Congress
believed that this tax cut will lead to increased investment by these
businesses, promoting long-term growth and stability in the econ-
omy and rewarding the businessmen and women who provide a
foundation for our country’s success.

In addition, lower marginal tax rates help remove the barriers
that lower-income families face as they try to enter the middle
class. The lower the marginal tax rates for lower-income families,
the greater is the incentive to work. The expanded 10-percent rate
bracket provides an incentive for these taxpayers to increase their
work effort.

Finally, there were signs that the economy was not growing as
fast as desirable. The Congress believed that immediate tax relief
could encourage growth in the economy by providing individuals
with additional tax relief. The Congress recognized that it was im-
portant to act quickly so that taxpayers become aware of the com-
mitment of the President and the Congress to enact this tax cut
and to adjust income tax withholding tables.

Explanation of Provision

Ten-percent regular income tax rate

The Act accelerates the increase in the taxable income levels for
the 10-percent rate bracket previously scheduled for 2008 to be ef-
fective in 2003 and 2004. Specifically, for 2003 and 2004, the Act
increases the taxable income level for the 10-percent regular in-
come tax rate brackets for unmarried individuals from $6,000 to
$7,000 and for married individuals filing jointly from $12,000 to
$14,000. The taxable income levels for the 10-percent regular in-
come tax rate bracket will be adjusted annually for inflation for
taxable years beginning after December 31, 2003.

For taxable years beginning after December 31, 2004, the taxable
income levels for the 10-percent rate bracket will revert to the lev-
els allowed under prior law. Therefore, for 2005, 2006, and 2007,
the levels will revert to $6,000 for unmarried individuals and
$12,000 for married individuals filing jointly. In 2008, the taxable
income levels for the 10-percent regular income tax rate brackets
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will be $7,000 for unmarried individuals and $14,000 for married
individuals filing jointly. The taxable income levels for the 10-per-
cent rate bracket will be adjusted annually for inflation for taxable
years beginning after December 31, 2008.15

Reduction of other regular income tax rates

The Act accelerates the reductions in the regular income tax
rates in excess of the 15-percent regular income tax rate that were
scheduled for 2004 and 2006. Therefore, for 2003—2010, the regular
income tax rates in excess of 15 percent under the bill are 25 per-
cent, 28 percent, 33 percent, and 35 percent.

Alternative minimum tax exemption amounts

The Act increases the AMT exemption amount for married tax-
payers filing a joint return and surviving spouses to $58,000, and
for unmarried taxpayers to $40,250, for taxable years beginning in
2003 and 2004.

Effective Date

The provision generally is effective for taxable years beginning
after December 31, 2002. The Congress recognized that withholding
at statutorily mandated rates (such as pursuant to backup with-
holding under section 3406) had already occurred. The Congress in-
tended that taxpayers who have been overwithheld as a con-
sequence of this obtain a refund of this overwithholding through
the normal process of filing an income tax return, and not through
the payor. In addition, the Congress anticipated that the Treasury
would provide a brief, reasonable period of transition for payors to
implement these changes in these statutorily mandated with-
holding rates.

15The size of the 10-percent rate bracket for taxable years beginning after December 31, 2004,
was modified by the Working Families Tax Relief Act of 2004, described in Part Fifteen of this
document.



II. GROWTH INCENTIVES FOR BUSINESS

A. Increase and Extension of Bonus Depreciation (sec. 201 of
the Act and sec. 168 of the Code)

Present and Prior Law

In general

A taxpayer is allowed to recover, through annual depreciation de-
ductions, the cost of certain property used in a trade or business
or for the production of income. The amount of the depreciation de-
duction allowed with respect to tangible property for a taxable year
is determined under the modified accelerated cost recovery system
(“MACRS”). Under MACRS, different types of property generally
are assigned applicable recovery periods and depreciation methods.
The recovery periods applicable to most tangible personal property
(generally tangible property other than residential rental property
and nonresidential real property) range from 3 to 25 years. The de-
preciation methods generally applicable to tangible personal prop-
erty are the 200-percent and 150-percent declining balance meth-
ods, switching to the straight-line method for the taxable year in
which the depreciation deduction would be maximized.

Section 280F limits the annual depreciation deductions with re-
spect to passenger automobiles to specified dollar amounts, indexed
for inflation.

Section 167(f)(1) provides that capitalized computer software
costs, other than computer software to which section 197 applies,
are recovered ratably over 36 months.

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment generally may elect to deduct up to
$25,000 of the cost of qualifying property placed in service for the
taxable year (sec. 179). In general, qualifying property is defined as
depreciable tangible personal property that is purchased for use in
the active conduct of a trade or business.

Additional first year depreciation deduction

The Job Creation and Worker Assistance Act of 200216
(“JCWAA”) allows an additional first-year depreciation deduction
equal to 30 percent of the adjusted basis of qualified property.l?
The amount of the additional first-year depreciation deduction is
not affected by a short taxable year. The additional first-year de-
preciation deduction is allowed for both regular tax and alternative
minimum tax purposes for the taxable year in which the property

16 Pub. L. No. 107-147, sec. 101 (2002).

17The additional first-year depreciation deduction is subject to the general rules regarding
whether an item is deductible under section 162 or subject to capitalization under section 263
or section 263A.

(15)
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is placed in service.'® The basis of the property and the deprecia-
tion allowances in the year of purchase and later years are appro-
priately adjusted to reflect the additional first-year depreciation de-
duction. In addition, there are no adjustments to the allowable
amount of depreciation for purposes of computing a taxpayer’s al-
ternative minimum taxable income with respect to property to
which the provision applies. A taxpayer is allowed to elect out of
the additional first-year depreciation for any class of property for
any taxable year.

In order for property to qualify for the additional first-year de-
preciation deduction it must meet all of the following requirements.
First, the property must be (1) property to which MACRS applies
with an applicable recovery period of 20 years or less, (2) water
utility property (as defined in section 168(e)(5)), (3) computer soft-
ware other than computer software covered by section 197, or (4)
qualified leasehold improvement property (as defined in section
168(k)(3)).19 Second, the original use29 of the property must com-
mence with the taxpayer on or after September 11, 2001.21 Third,
the taxpayer must purchase the property within the applicable
time period. Finally, the property must be placed in service before
January 1, 2005. An extension of the placed in service date of one
year (i.e., to January 1, 2006) is provided for certain property with
a recovery period of ten years or longer and certain transportation
property.22 Transportation property is defined as tangible personal
property used in the trade or business of transporting persons or
property.

The applicable time period for acquired property is (1) after Sep-
tember 10, 2001, and before September 11, 2004, but only if no
binding written contract for the acquisition is in effect before Sep-
tember 11, 2001, or (2) pursuant to a binding written contract
which was entered into after September 10, 2001, and before Sep-
tember 11, 2004.23 With respect to property that is manufactured,
constructed, or produced by the taxpayer for use by the taxpayer,
the taxpayer must begin the manufacture, construction, or produc-
tion of the property after September 10, 2001, and before Sep-

18 However, the additional first-year depreciation deduction is not allowed for purposes of com-
puting earnings and profits.

19 A special rule precludes the additional first-year depreciation deduction for any property
that is required to be depreciated under the alternative depreciation system of MACRS.

20The term “original use” means the first use to which the property is put, whether or not
such use corresponds to the use of such property by the taxpayer.

If in the normal course of its business a taxpayer sells fractional interests in property to unre-
lated third parties, then the original use of such property begins with the first user of each frac-
tional interest (i.e., each fractional owner is considered the original user of its proportionate
share of the property).

21 A special rule applies in the case of certain leased property. In the case of any property
that is originally placed in service by a person and that is sold to the taxpayer and leased back
to such person by the taxpayer within three months after the date that the property was placed
in service, the property would be treated as originally placed in service by the taxpayer not ear-
lier than the date that the property is used under the leaseback.

If property is originally placed in service by a lessor (including by operation of section
168(k)(2)(D)(1)), such property is sold within three months after the date that the property was
placed in service, and the user of such property does not change, then the property is treated
as originally placed in service by the taxpayer not earlier than the date of such sale.

22In order for property to qualify for the extended placed in service date, the property is re-
quired to have a production period exceeding two years or an estimated production period ex-
ceeding one year and a cost exceeding $1 million.

23 Property does not fail to qualify for the additional first-year depreciation merely because
a binding written contract to acquire a component of the property is in effect prior to September
11, 2001.
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tember 11, 2004. Property that is manufactured, constructed, or
produced for the taxpayer by another person under a contract that
is entered into prior to the manufacture, construction, or produc-
tion of the property is considered to be manufactured, constructed,
or produced by the taxpayer. For property eligible for the extended
placed in service date, a special rule limits the amount of costs eli-
gible for the additional first year depreciation. With respect to such
property, only the portion of the basis that is properly attributable
to the costs incurred before September 11, 2004 (“progress expendi-
tures”) is eligible for the additional first-year depreciation.24

Property does not qualify for the additional first-year deprecia-
tion deduction when the user of such property (or a related party)
would not have been eligible for the additional first-year deprecia-
tion deduction if the user (or a related party) were treated as the
owner. For example, if a taxpayer sells to a related party property
that was under construction prior to September 11, 2001, the prop-
erty does not qualify for the additional first-year depreciation de-
duction. Similarly, if a taxpayer sells to a related party property
that was subject to a binding written contract prior to September
11, 2001, the property does not qualify for the additional first-year
depreciation deduction. As a further example, if a taxpayer (the les-
see) sells property in a sale-leaseback arrangement, and the prop-
erty otherwise would not have qualified for the additional first-year
depreciation deduction if it were owned by the taxpayer-lessee,
then the lessor is not entitled to the additional first-year deprecia-
tion deduction.

The limitation on the amount of depreciation deductions allowed
with respect to certain passenger automobiles (sec. 280F) is in-
creased in the first year by $4,600 for automobiles that qualify (and
do not elect out of the increased first year deduction). The $4,600
increase is not indexed for inflation.

Reasons for Change

The Congress believed that increasing and extending the addi-
tional first-year depreciation would accelerate purchases of equip-
ment, promote capital investment, modernization, and growth, and
would help to spur an economic recovery.

Explanation of Provision

The Act provides an additional first-year depreciation deduction
equal to 50 percent of the adjusted basis of qualified property.25
Qualified property is defined in the same manner as for purposes
of the 30-percent additional first-year depreciation deduction pro-
vided by the JCWAA except that the applicable time period for ac-
quisition (or self construction) of the property is modified. In addi-
tion, property must be placed in service before January 1, 2005 to

24For purposes of determining the amount of eligible progress expenditures, it is intended
that rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform Act of 1986 shall apply.

25 A taxpayer is permitted to elect out of the 50-percent additional first-year depreciation de-
duction for any class of property for any taxable year.
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qualify.26 Property for which the 50-percent additional first year
depreciation deduction is claimed is not eligible for the 30-percent
additional first year depreciation deduction.

Under the Act, in order to qualify the property must be acquired
after May 5, 2003, and before January 1, 2005, and no binding
written contract for the acquisition is in effect before May 6,
2003.27 With respect to property that is manufactured, constructed,
or produced by the taxpayer for use by the taxpayer, the taxpayer
must begin the manufacture, construction, or production of the
property after May 5, 2003. For property eligible for the extended
placed in service date (i.e., certain property with a recovery period
of 10 years or longer and certain transportation property), a special
rule limits the amount of costs eligible for the additional first year
depreciation. With respect to such property, only progress expendi-
tures properly attributable to the costs incurred before January 1,
2005, shall be eligible for the additional first year depreciation.28

The Congress wishes to clarify that the adjusted basis of quali-
fied property acquired by a taxpayer in a like kind exchange or an
involuntary conversion is eligible for the additional first year de-
preciation deduction.

The Act also increases the limitation on the amount of deprecia-
tion deductions allowed with respect to certain passenger auto-
mobiles (sec. 280F) in the first year by $7,650 (in lieu of the $4,600
provided under the JCWAA) for automobiles that qualify (and do
not elect out of the increased first year deduction). The $7,650 in-
crease is not indexed for inflation.

The Act also extends the placed in service date requirement for
certain property with a recovery period of 10 years or longer and
certain transportation property to property placed in service prior
to January 1, 2006 (instead of January 1, 2005).2° In addition,
progress expenditures eligible for the 30-percent additional first
year depreciation is extended to include costs incurred prior to Jan-
uary 1, 2005 (instead of September 11, 2004).

Effective Date
The provision applies to taxable years ending after May 5, 2003.

26 An extension of the placed in service date of one year (i.e., January 1, 2006) is provided
for certain property with a recovery period of 10 years or longer and certain transportation prop-
erty as defined for purposes of the JCWAA.

27 Property does not fail to qualify for the additional first-year depreciation merely because
a binding written contract to acquire a component of the property is in effect prior to May 6,
2003. However, no 50-percent additional first-year depreciation is permitted on any such compo-
nent. No inference is intended as to the proper treatment of components placed in service under
the 30 percent additional first-year depreciation provided by the JCWAA.

28 For purposes of determining the amount of eligible progress expenditures, it is intended
that rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform Act of 1986 are to apply.

29 Property that is otherwise eligible for the extended placed-in-service rules, and that is ac-
quired and placed in service during 2005 pursuant to a written binding contract which was en-
tered into after May 5, 2003, and before January 1, 2005, is eligible for the 50-percent additional
first-year depreciation deduction. A technical correction may be necessary so that the statute
reflects this intent.
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B. Increased Expensing for Small Business (sec. 202 of the
Act and sec. 179 of the Code)

Present and Prior Law

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $25,000
(for taxable years beginning in 2003 and thereafter) of the cost of
qualifying property placed in service for the taxable year (sec.
179).30 In general, qualifying property is defined as depreciable
tangible personal property that is purchased for use in the active
conduct of a trade or business. The $25,000 amount is reduced (but
not below zero) by the amount by which the cost of qualifying prop-
erty placed in service during the taxable year exceeds $200,000. An
election to expense these items generally is made on the taxpayer’s
original return for the taxable year to which the election relates,
and may be revoked only with the consent of the Commissioner.31
In general, taxpayers may not elect to expense off-the-shelf com-
puter software.32

The amount eligible to be expensed for a taxable year may not
exceed the taxable income for a taxable year that is derived from
the active conduct of a trade or business (determined without re-
gard to this provision). Any amount that is not allowed as a deduc-
tion because of the taxable income limitation may be carried for-
ward to succeeding taxable years (subject to similar limitations).
No general business credit under section 38 is allowed with respect
to any amount for which a deduction is allowed under section 179.

Reasons for Change

The Congress believed that section 179 expensing provides two
important benefits for small businesses. First, it lowers the cost of
capital for tangible property used in a trade or business. With a
lower cost of capital, the Congress believed small business will in-
vest in more equipment and employ more workers. Second, it elimi-
nates depreciation recordkeeping requirements with respect to ex-
pensed property. In order to increase the value of these benefits
and to increase the number of taxpayers eligible, the Act increases
the amount allowed to be expensed under section 179 and increases
the amount of the phase-out threshold, as well as indexing these
amounts.

The Congress also believed that purchased computer software
should be included in the section 179 expensing provision so that
it is not disadvantaged relative to developed software. In addition,
the Congress believed that the process of making and revoking sec-
tion 179 elections should be made simpler and more efficient for

30 Additional section 179 incentives are provided with respect to a qualified property used by
a business in the New York Liberty Zone (sec. 1400L(f)), an empowerment zone (sec. 1397A),
or a renewal community (sec. 1400J).

31Section 179(c)(2). A taxpayer may make the election on the original return (whether or not
the return is timely), or on an amended return filed by the due date (including extensions) for
filing the return for the tax year the property was placed in service. If the taxpayer timely filed
an original return without making the election, the taxpayer may still make the election by fil-
ing an amended return within six months of the due date of the return (excluding extensions).
Treas. Reg. sec. 1.179-5.

32 Section 179(d)(1) requires that property be tangible to be eligible for expensing; in general,
computer software is intangible property.
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taxpayers by eliminating the requirement of the consent of the
Commissioner.

Explanation of Provision 33

The Act provides that the maximum dollar amount that may be
deducted under section 179 is increased to $100,000 for property
placed in service in taxable years beginning in 2003, 2004, and
2005. In addition, the $200,000 amount is increased to $400,000 for
property placed in service in taxable years beginning in 2003, 2004,
and 2005. The dollar limitations are indexed annually for inflation
for taxable years beginning after 2003 and before 2006. The provi-
sion also includes off-the-shelf computer software placed in service
in a taxable year beginning in 2003, 2004, or 2005, as qualifying
property. With respect to a taxable year beginning after 2002 and
before 2006, the provision permits taxpayers to make or revoke ex-
pensing elections on amended returns without the consent of the
Commissioner.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002.

33 The provision was subsequently extended in section 201 of the American Jobs Creation Act
of 2004, Pub. L. No. 108-357, described in Part Seventeen.



III. REDUCTION IN TAXES ON DIVIDENDS AND CAPITAL
GAINS

A. Reduction in Capital Gains Rates for Individuals; Repeal
of Five-Year Holding Period Requirement (sec. 301 of the
Act and sec. 1(h) of the Code)

Present and Prior Law

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of a capital asset, any gain generally
is included in income. Any net capital gain of an individual is taxed
at maximum rates lower than the rates applicable to ordinary in-
come. Net capital gain is the excess of the net long-term capital
gain for the taxable year over the net short-term capital loss for
the year. Gain or loss is treated as long-term if the asset is held
for more than one year.

Capital losses generally are deductible in full against capital
gains. In addition, individual taxpayers may deduct capital losses
against up to $3,000 of ordinary income in each year. Any remain-
ing unused capital losses may be carried forward indefinitely to an-
other taxable year.

A capital asset generally means any property except: (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business;
(2) depreciable or real property used in the taxpayer’s trade or
business; (3) specified literary or artistic property; (4) business ac-
counts or notes receivable; (5) certain U.S. publications; (6) certain
commodity derivative financial instruments; (7) hedging trans-
actions; and (8) business supplies. In addition, the net gain from
the disposition of certain property used in the taxpayer’s trade or
business is treated as long-term capital gain. Gain from the dis-
position of depreciable personal property is not treated as capital
gain to the extent of all previous depreciation allowances. Gain
from the disposition of depreciable real property is generally not
treated as capital gain to the extent of the depreciation allowances
in excess of the allowances that would have been available under
the straight-line method of depreciation.

Under prior law, the maximum rate of tax on the adjusted net
capital gain of an individual was 20 percent. In addition, any ad-
justed net capital gain which otherwise would have been taxed at
a 15-percent rate was taxed at a 10-percent rate. These rates ap-
plied for purposes of both the regular tax and the alternative min-
imum tax.

The “adjusted net capital gain” of an individual is the net capital
gain reduced (but not below zero) by the sum of the 28-percent rate
gain and the unrecaptured section 1250 gain. The net capital gain

(21)
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is reduced by the amount of gain that the individual treats as in-
vestment income for purposes of determining the investment inter-
est limitation under section 163(d).

The term “28-percent rate gain” means the amount of net gain
attributable to long-term capital gains and losses from the sale or
exchange of collectibles (as defined in section 408(m) without re-
gard to paragraph (3) thereof), an amount of gain equal to the
amount of gain excluded from gross income under section 1202 (re-
lating to certain small business stock),3¢ the net short-term capital
loss for the taxable year, and any long-term capital loss carryover
to the taxable year.

“Unrecaptured section 1250 gain” means any long-term capital
gain from the sale or exchange of section 1250 property (i.e., depre-
ciable real estate) held more than one year to the extent of the gain
that would have been treated as ordinary income if section 1250
applied to all depreciation, reduced by the net loss (if any) attrib-
utable to the items taken into account in computing 28-percent rate
gain. The amount of unrecaptured section 1250 gain (before the re-
duction for the net loss) attributable to the disposition of property
to which section 1231 applies shall not exceed the net section 1231
gain for the year.

The unrecaptured section 1250 gain is taxed at a maximum rate
of 25 percent, and the 28-percent rate gain is taxed at a maximum
rate of 28 percent. Any amount of unrecaptured section 1250 gain
or 28-percent rate gain otherwise taxed at a 10- or 15-percent rate
is taxed at that rate.

Under prior law, any gain from the sale or exchange of property
held more than five years that would otherwise have been taxed at
the 10-percent rate was taxed at an 8-percent rate. Any gain from
the sale or exchange of property held more than five years and the
holding period for which began after December 31, 2000, which
would otherwise have been taxed at a 20-percent rate was taxed at
an 18-percent rate.

Reasons for Change

The Congress believed that, by reducing the effective tax rates on
capital gains, American households will respond by increasing sav-
ings. The Congress believed it is important to encourage risk-tak-
ing and believed that a reduction in the taxation of capital gains
will have that effect. The Congress also believed that a reduction
in the taxation of capital gains will improve the efficiency of the
markets, because the taxation of capital gains upon realization en-
courages investors who have accrued past gains to keep their mon-
ies “locked in” to such investments even when better investment
opportunities present themselves. A reduction in the taxation of
capital gains should reduce this “lock in” effect.

The Congress believed it is important that tax policy be condu-
cive to economic growth. Economic growth cannot occur without
savings, investment, and the willingness of individuals to take
risks. The greater the pool of savings, the greater will be the mon-
ies available for business investment. It is through such invest-

34This results in a maximum effective regular tax rate on qualified gain from small business
stock of 14 percent.
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ment that the United States’ economy can increase output and pro-
ductivity. It is through increases in productivity that workers earn
higher real wages. Hence, a greater saving rate is necessary for all
Americans to benefit from a higher standard of living.

Explanation of Provision

The Act reduces the 10- and 20-percent rates on the adjusted net
capital gain of an individual to five (zero for taxable years begin-
ning after 2007) and 15 percent, respectively. These lower rates
apply to both the regular tax and the alternative minimum tax.
The lower rates apply to assets held more than one year.

Effective Date

The provision applies to taxable years ending on or after May 6,
2003, and beginning before January 1, 2009.

For taxable years that include May 6, 2003, the lower rates apply
to amounts properly taken into account for the portion of the year
on or after that date. This generally has the effect of applying the
lower rates to capital assets sold or exchanged (and installment
payments received) on or after May 6, 2003. In the case of gain and
loss taken into account by a pass-through entity, the date taken
into account by the entity is the appropriate date for applying this
rule.

B. Dividend Income of Individuals Taxed at Capital Gain
Rates (sec. 302 of the Act and sec. 1(h) of the Code)

Present and Prior Law

Under prior law, dividends received by an individual 35> were in-
cluded in gross income and taxed as ordinary income at rates up
to 38.6 percent.36

Under prior law, the rate of tax on the net capital gain of an in-
dividual generally was 20 percent (10 percent37 with respect to in-
come which would otherwise be taxed at the 10- or 15-percent
rate).38 Net capital gain means net gain from the sale or exchange
of capital assets held for more than one year in excess of net loss
from the sale or exchange of capital assets held not more than one
year.

Reasons for Change

Under prior law, the United States had a “classical” system of
taxing corporate income. Under this system, corporations and their
shareholders are treated as separate persons. A tax was imposed
on the corporation on its taxable income, and after-tax earnings
distributed to individual shareholders as dividends are included in
the individual’s income and taxed at the individual’s tax rate. This
system created the so-called “double taxation of dividends.”

35The rates applicable to individuals also apply to trusts and estates.

36 Section 105 of the Act reduced the maximum rate to 35 percent.

37 An eight-percent rate applied to property held more than five years.

38 Section 301 of the Act reduced the capital gain rates to five (zero for taxable years begin-
ning after 2007) and 15 percent, respectively.
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The Congress noted that economically, the issue was not that
dividends were taxed twice, but rather the magnitude of the total
tax burden on income from different investments. The Congress be-
lieved the prior system, by placing different tax burdens on dif-
ferent investments, resulted in economic distortions. The Congress
observed that prior law distorted corporate financial decisions. The
Congress observed that because interest payments on the debt are
deductible, prior law encouraged corporations to finance using debt
rather than equity and created incentives for financial engineering
to achieve interest deductions from financial instruments with sub-
stantial equity characteristics. The Congress believed that the in-
crease in corporate leverage, while beneficial to each corporation
from a tax perspective, may have placed the economy at risk of
more bankruptcies during an economic downturn. In addition, the
Congress found that prior law encouraged corporations to retain
earnings rather than to distribute them as taxable dividends. If
dividends are discouraged, shareholders may prefer that corporate
management retain and reinvest earnings rather than pay out divi-
dends, even if the shareholder might have an alternative use for
the funds that could offer a higher rate of return than that earned
on the retained earnings. This was another source of inefficiency as
the opportunity to earn higher pre-tax returns was by-passed in
favor of lower pre-tax returns.

The Congress believed it is important that tax policy be condu-
cive to economic growth. Economic growth is impeded by tax-in-
duced distortions in the capital markets. Mitigating these distor-
tions will improve the efficiency of the capital markets. In addition,
reducing the aggregate tax burden on investments made by cor-
porations will lower the cost of capital needed to finance new in-
vestments and lead to increases in aggregate national investment
by the private sector. It is through such investment that the
United States’ economy can increase output and productivity. It is
through increases in productivity that workers earn higher real
wages and all Americans benefit from a higher standard of living.

Explanation of Provision 39

Under the Act, dividends received by a non-corporate shareholder
from domestic corporations and qualified foreign corporations are
taxed at the same rates that apply to net capital gain. This treat-
ment applies for purposes of both the regular tax and the alter-
native minimum tax. Thus, under the Act, dividends received by an
individual, estate, or trust are taxed at rates of five (zero for tax-
able years beginning after 2007) and 15 percent.40

If a shareholder does not hold a share of stock for more than 60
days during the 121-day period beginning 60 days before the ex-
dividend date (as measured under section 246(c)),4! dividends re-
ceived on the stock are not eligible for the reduced rates. Also, the
reduced rates are not available for dividends to the extent that the

39The provision is described as amended by the technical corrections enacted by section 402
of the Working Families Relief Act of 2004. See H.R. Rep. No. 108-696, the Conference Report
to accompany H.R. 1308, pp. 87-88 (Sept. 23, 2004).

40 Payments in lieu of dividends are not eligible for the lower rates. See section 6045(d) relat-
ing to statements required to be furnished by brokers regarding these payments.

411n the case of preferred stock, the period is 90 days within a 181-day period beginning 90
days before the ex-dividend date.
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taxpayer is obligated to make related payments with respect to po-
sitions in substantially similar or related property.

Qualified dividend income includes otherwise qualified dividends
received from a qualified foreign corporation. The term “qualified
foreign corporation” includes a foreign corporation that is eligible
for the benefits of a comprehensive income tax treaty with the
United States which the Treasury Department determines to be
satisfactory and which includes an exchange of information pro-
gram.42 In addition, a foreign corporation is treated as a qualified
foreign corporation with respect to any dividend paid by the cor-
poration with respect to stock that is readily tradable on an estab-
lished securities market in the United States.43

Dividends received from a foreign corporation that was a foreign
investment company (as defined in section 1246(b)), a passive for-
eign investment company (as defined in section 1297), or a foreign
personal holding company (as defined in section 552) in either the
taxable year of the distribution or the preceding taxable year are
not qualified dividends.*4

Special rules apply in determining a taxpayer’s foreign tax credit
limitation under section 904 in the case of qualified dividend in-
come. For these purposes, rules similar to the rules of section
904(b)(2)(B) concerning adjustments to the foreign tax credit limita-
tion to reflect any capital gain rate differential will apply to any
qualified dividend income. Additionally, it is anticipated that regu-
lations promulgated under this provision will coordinate the oper-
ation of the rules applicable to qualified dividend income and cap-
ital gain.

If an individual, estate, or trust receives an extraordinary divi-
dend (within the meaning of section 1059(c)) eligible for the re-
duced rates with respect to any share of stock, any loss on the sale
of the stock is treated as a long-term capital loss to the extent of
the dividend.

A dividend is treated as investment income for purposes of deter-
mining the amount of deductible investment interest only if the
taxpayer elects to treat the dividend as not eligible for the reduced
rates.

The deduction for estate taxes under section 691(c) paid on any
qualified dividend that is income in respect of a decedent reduces
the amount eligible for the lower tax rates.

The amount of dividends qualifying for reduced rates that may
be paid by a regulated investment company (“RIC”) for any taxable
year in which the qualified dividend income received by the com-
pany is less than 95 percent of its gross income (as specially com-
puted) may not exceed the sum of (i) the qualified dividend income
of the RIC for the taxable year and (ii) the amount of earnings and
profits accumulated in a non-RIC taxable year that were distrib-
uted by the RIC during the taxable year.

42TRS Notice 2003-69 (I.R.B. 2003—42, Oct. 20, 2003) provides a list of treaties satisfying this
requirement.

43TRS Notice 2003-71 (I.LR.B. 2003-43, Oct. 27, 2003), IRS Notice 2003-79 (I.R.B. 2003-50,
December 15, 2003), and IRS Notice 2004-71 (I.R.B. 2004—45, November 8, 2004) provide guid-
ance on when stock of a foreign corporation is considered readily tradable on an established se-
curities market in the United States for this purpose.

44TRS Notice 2004-70 (I.R.B. 2004-44, Nov. 1, 2004) provides guidance on dividend treatment
for amounts received by shareholders from foreign corporations subject to anti-deferral regimes.
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The amount of dividends qualifying for reduced rates that may
be paid by a real estate investment trust (“REIT”) for any taxable
year may not exceed the sum of (i) the qualified dividend income
of the REIT for the taxable year, (ii) an amount equal to the excess
of the income subject to the taxes imposed by section 857(b)(1) and
the regulations prescribed under section 337(d) for the preceding
taxable year over the amount of these taxes for the preceding tax-
able year, and (iii) the amount of earnings and profits accumulated
in a non-REIT taxable year that were distributed by the REIT dur-
ing the taxable year.

The reduced rates do not apply to dividends received from an or-
ganization that was exempt from tax under section 501 or was a
tax-exempt farmers’ cooperative in either the taxable year of the
distribution or the preceding taxable year; dividends received from
a mutual savings bank that received a deduction under section 591;
or deductible dividends paid on employer securities.

In the case of brokers and dealers who engage in securities lend-
ing transactions, short sales, or other similar transactions on be-
half of their customers in the normal course of their trade or busi-
ness, the Congress intended that the IRS would exercise its author-
ity under section 6724(a) to waive penalties where dealers and bro-
kers attempt in good faith to comply with the information reporting
requirements under sections 6042 and 6045, but were unable to
reasonably comply because of the period necessary to conform their
information reporting systems to the retroactive rate reductions on
qualified dividends provided by the Act. In addition, the Congress
expected that individual taxpayers who received payments in lieu
of dividends from these transactions could treat the payments as
dividend income to the extent that the payments were reported to
them as dividend income on their Forms 1099-DIV received for cal-
endar year 2003, unless they knew or had reason to know that the
payments were in fact payments in lieu of dividends rather than
actual dividends.4?

The tax rate for the accumulated earnings tax (sec. 531) and the
personal holding company tax (sec. 541) is reduced to 15 percent.

Amounts treated as ordinary income on the disposition of certain
preferred stock (sec. 306) are treated as dividends for purposes of
applying the reduced rates.

The collapsible corporation rules (sec. 341) are repealed.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002. In the case of a RIC, REIT, S corporation, part-
nership, estate, trust, or common trust fund, the provision applies
to taxable years ending after December 31, 2002, with respect to
dividends received after that date.

The provision does not apply to taxable years beginning after De-
cember 31, 2008.

45]TRS Notice 2003-67 (I.LR.B. 2003-40, Oct. 6, 2003) provides guidance to brokers and individ-
uals regarding information reporting for payments in lieu of dividends. IRS Notice 2003-79
(I.R.B 2003-50, December 15, 2003) and IRS Notice 200471 (I.R.B. 2004-45, November 8, 2004)
provide guidance to brokers and individuals regarding information reporting for foreign divi-
dends.



IV. CORPORATE ESTIMATED TAX PAYMENTS FOR 2003

A. Time for Payment of Corporate Estimated Taxes (sec. 501
of the Act)

Present and Prior Law

In general, corporations are required to make quarterly esti-
mated tax payments of their income tax liability (sec. 6655). For a
corporation whose taxable year is a calendar year, these estimated
tax payments must be made by April 15, June 15, September 15,
and December 15.

Reasons for Change

The Congress believed it was appropriate to modify the corporate
estimated tax requirements.

Explanation of Provision

With respect to corporate estimated tax payments otherwise due
on September 15, 2003, 25 percent is not required to be paid until
October 1, 2003.

Effective Date

The provision is effective on the date of enactment (May 26,
2003)
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PART TWO: SURFACE TRANSPORTATION EXTENSION
ACT OF 2003 (PUBLIC LAW 108-88) 46

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority (sec. 12 of the Act)

Present and Prior Law

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund through September 30, 2003, for purposes
provided in specified authorizing legislation as in effect on the date
of enactment of the most recent authorizing Act (the Transpor-
tation Equity Act for the 21st Century).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through September 30, 2003.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule.” The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

Explanation of Provision 47

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through February
29, 2004. The Act also updates the Highway Trust Fund cross ref-
erences to authorizing legislation to include expenditure purposes
in this Act and prior authorizing legislation as in effect on the date
of enactment.

Instead of extending the taxes dedicated to the Highway Trust
Fund, the Act creates a temporary rule (through February 29,
2004) for purposes of the anti-deficit provisions of the Highway
Trust Fund. For purposes of determining 24 months of projected

46H.R. 3087. The House passed the bill on the suspension calendar on September 24, 2003.
The Senate passed the bill by unanimous consent on September 26, 2003. The President signed
the bill on September 30, 2003.

47The expiration dates described herein were subsequently extended by the Surface Transpor-
tation Extension Act of 2004; the Surface Transportation Extension Act of 2004, Part II; the
Surface Transportation Extension Act of 2004, Part III; the Surface Transportation Extension
Act of 2004, Part IV; and the Surface Transportation Extension Act of 2004, Part V, described
in Part Eight, Part Eleven, Part Twelve, Part Thirteen, and Part Fourteen, respectively.
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revenues for the anti-deficit provisions, the Secretary of the Treas-
ury is instructed to treat each expiring provision relating to appro-
priations and transfers to the Highway Trust Fund to have been
extended through the end of the 24-month period and to assume
that the rate of tax during such 24-month period remains the same
as the rate in effect on the date of enactment of the Act.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
February 29, 2004. The Act also updates the Aquatics Resources
Trust Fund cross references to authorizing legislation to include ex-
penditure purposes as in effect on the date of enactment of this
Act.

Effective Date

The provision is effective on the date of enactment (September
30, 2003).



PART THREE: TO EXTEND THE TEMPORARY ASSIST-
ANCE FOR NEEDY FAMILIES BLOCK GRANT PRO-
GRAM, AND CERTAIN TAX AND TRADE PROGRAMS,
AND FOR OTHER PURPOSES (PUBLIC LAW 108-89)48

A. Disclosure of Return Information Relating to Student
Loans (sec. 201 of the Act and sec. 6103(1) of the Code)

Present and Prior Law

Present and prior law prohibit the disclosure of returns and re-
turn information, except to the extent specifically authorized by the
Code.%? An exception is provided for disclosure to the Department
of Education (but not to contractors thereof) of a taxpayer’s filing
status, adjusted gross income and identity information (i.e., name,
mailing address, taxpayer identifying number) to establish an ap-
propriate repayment amount for an applicable student loan.50
Under prior law, the Department of Education disclosure authority
was scheduled to expire after September 30, 2003.

Explanation of Provision

The Act extends the disclosure authority relating to the disclo-
sure of return information to carry out income-contingent repay-
ment of student loans. The disclosure authority does not apply to
any request made after December 31, 2004.51

Effective Date

The provision is effective with respect to requests for disclosures
made after September 30, 2003.

B. Extension of IRS User Fees (sec. 202 of the Act and new
sec. 7528 of the Code)

Present and Prior Law

The IRS provides written responses to questions of individuals,
corporations, and organizations relating to their tax status or the
effects of particular transactions for tax purposes. The IRS gen-
erally charges a fee 52 for requests for a letter ruling, determination

48H.R. 3146. The House passed the bill on the suspension calendar on September 24, 2003.
The Senate passed the bill with an amendment by unanimous consent on September 30, 2003.
The House passed the bill as amended by the Senate by unanimous consent on September 30,
2003. The President signed the bill on October 1, 2003.

49 Sec. 6103.

50 Sec. 6103(1)(13).

51The provision predated the enactment of H.R. 1308, Pub. L. No. 108-311 (the “Working
Families Tax Relief Act of 2004”), which further extended the disclosure authority through De-
cember 31, 2005.

52These user fees were originally enacted in section 10511 of the Revenue Act of 1987 (Pub.
L. No. 100-203, December 22, 1987) but were not originally placed in the Code.
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letter, opinion letter, or other similar ruling or determination.
Under prior law,53 the statutory authorization for these user fees
was extended through September 30, 2003.

Explanation of Provision

The Act extends the statutory authorization for IRS user fees
through December 31, 2004.54 The Act also moves the statutory au-
thorization for these fees into the Code 55 and repeals the off-Code
statutory authorization for these fees.

Effective Date

The provision is effective for requests made after the date of en-
actment (October 1, 2003).

C. Extension of Customs User Fees (sec. 301 of the Act)

Present and Prior Law

Section 13031 of the Consolidated Omnibus Budget Reconcili-
ation Act of 1985 (COBRA)56 authorized the Secretary of the
Treasury to collect certain service fees. Section 412 of the Home-
land Security Act of 200257 authorized the Secretary of the Treas-
ury to delegate such authority to the Secretary of Homeland Secu-
rity. Provided for under 19 U.S.C. 58c, these fees include: pro-
cessing fees for air and sea passengers, commercial trucks, rail
cars, private aircraft and vessels, commercial vessels, dutiable mail
packages, barges and bulk carriers, merchandise, and Customs
broker permits. COBRA was amended on several occasions but
most recently by Pub. L. No. 103-182, which extended authoriza-
tion for collection of these fees through September 30, 2003.

Explanation of Provision

The Act extends the authorization for the collection of customs
user fees though March 31, 2004.58

Effective Date

The provision is effective on the date of enactment (October 1,
2003).

53 Pub. L. No. 104-117, an Act to provide that members of the Armed Forces performing serv-
ices for the peacekeeping efforts in Bosnia and Herzegovina, Croatia, and Macedonia shall be
entitled to tax benefits in the same manner as if such services were performed in a combat zone,
and for other purposes (March 20, 1996).

54 Section 891 of the American Jobs Creation Act of 2004 (Pub. L. No. 108-357, October 22,
2004) further extended the statutory authorization for these user fees through September 30,
2014.

55Sec. 7528. The Act also moved into the Code the user fee provision relating to pension plans
that was enacted in section 620 of the Economic Growth and Tax Relief Reconciliation Act of
2001 (Pub. L. No. 107-16, June 7, 2001).

56 Pub. L. No. 99-272.

57Pub. L. No. 107-296.

58The expiration date was subsequently extended by the Military Family Tax Relief Act of
2003, and the American Jobs Creation Act of 2004, described in Part Four and Part Seventeen,
respectively. Present law provides authorization for the collection of these fees through Sep-
tember 30, 2014 (sec. 201; 117 Stat. 1335).



PART FOUR: MILITARY FAMILY TAX RELIEF ACT OF 2003
(PUBLIC LAW 108-121) 59

I. IMPROVING TAX EQUITY FOR MILITARY PERSONNEL

A. Exclusion of Gain on Sale of a Principal Residence by a
Member of the Uniformed Services or the Foreign Service
(sec. 101 of the Act and sec. 121 of the Code)

Present and Prior Law

Under present and prior law, an individual taxpayer may exclude
up to $250,000 ($500,000 if married filing a joint return) of gain
realized on the sale or exchange of a principal residence. To be eli-
gible for the exclusion, the taxpayer must have owned and used the
residence as a principal residence for at least two of the five years
ending on the sale or exchange. A taxpayer who fails to meet these
requirements by reason of a change of place of employment, health,
or, to the extent provided under regulations, unforeseen cir-
cumstances is able to exclude an amount equal to the fraction of
the $250,000 ($500,000 if married filing a joint return) that is
equal to the fraction of the two years that the ownership and use
requirements are met. Under prior law, there were no special rules
relating to members of the uniformed services or the Foreign Serv-
ice of the United States.

Reasons for Change 6°

The Congress believed that members of the uniformed services
and the Foreign Service of the United States who would otherwise
qualify for the exclusion of the gain on the sale of a principal resi-
dence should not be deprived the exclusion because of service to
their country. The Congress believed that it is unfair that members
of the uniformed services and the Foreign Service of the United
States are unable to avail themselves of the exclusion due to relo-
cations required by service to their country.

Explanation of Provision

Under the Act, an individual may elect to suspend for a max-
imum of 10 years the five-year test period for ownership and use
during certain absences due to service in the uniformed services or
the Foreign Service of the United States. The uniformed services

59 H.R. 3365. The House passed the bill on the suspension calendar on October 29, 2003. The
Senate passed the bill with an amendment by unanimous consent on November 3, 2003. The
House passed the bill as amended by the Senate on the suspension calendar on November 5,
2003. The President signed the bill on November 11, 2003.

60See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).

(32)



33

include: (1) the Armed Forces (the Army, Navy, Air Force, Marine
Corps, and Coast Guard); (2) the commissioned corps of the Na-
tional Oceanic and Atmospherlc Administration; and (3) the com-
missioned corps of the Public Health Service. If the election is
made, the five-year period ending on the date of the sale or ex-
change of a principal residence does not include any period up to
five years during which the taxpayer or the taxpayer’s spouse is on
qualified official extended duty as a member of the uniformed serv-
ices or in the Foreign Service of the United States. For these pur-
poses, qualified official extended duty is any period of extended
duty while serving at a place of duty at least 150 miles away from
the taxpayer’s principal residence or under orders compelling resi-
dence in Government furnished quarters. Extended duty is defined
as any period of duty pursuant to a call or order to such duty for
a period in excess of 180 days or for an indefinite period. The elec-
tion may be made with respect to only one property for a suspen-
sion period.

Effective Date

The provision is effective for sales or exchanges after May 6,
1997.

B. Exclusion from Gross Income of Certain Death Gratuity
Payments (sec. 102 of the Act and sec. 134 of the Code)

Present and Prior Law

Present and prior law provides that qualified military benefits
are not included in gross income. Generally, a qualified military
benefit is any allowance or in-kind benefit (other than personal use
of a vehicle) which: (1) is received by any member or former mem-
ber of the uniformed services of the United States or any depend-
ent of such member by reason of such member’s status or service
as a member of such uniformed services; and (2) was excludable
from gross income on September 9, 1986, under any provision of
law, regulation, or administrative practice which was in effect on
such date. Generally, other than certain cost of living adjustments,
no modification or adjustment of any qualified military benefit
after September 9, 1986, is taken into account for purposes of this
exclusion from gross income. Qualified military benefits include
certain death gratuities. The amount of the military death gratuity
benefit has been increased since September 9, 1986, to $6,000 pur-
suant to Chapter 75 of Title 10 of the United States Code. Under
prior law, the amount of the exclusion from gross income was not
increased to take into account this change.

Reasons for Change 61

The Congress believed that the amount of the exclusion for these
death gratuities should be conformed to the levels of such death
gratuities. Further, the Congress believed that the amount of the

61See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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exclusion should be automatically adjusted for future changes in
these death gratuities.

Explanation of Provision

The Act extends the exclusion from gross income for military
benefits to any adjustment to the amount of the death gratuity
payable under Chapter 75 of Title 10 of the United States Code
that is pursuant to a provision of law enacted after September 9,
1986, with respect to the death of certain members of the Armed
services on active duty, inactive duty training, or engaged in au-
thorized travel.62

Effective Date

The provision is effective with respect to deaths occurring after
September 10, 2001.

C. Exclusion for Amounts Received Under Department of
Defense Homeowners Assistance Program (sec. 103 of the
Act and sec. 132 of the Code)

Present and Prior Law

Homeowners Assistance Program payment

The Department of Defense Homeowners Assistance Program
(“HAP”) provides payments to certain employees and members of
the Armed Forces to offset the adverse effects on housing values
that result from a military base realignment or closure.63

In general, under HAP, eligible individuals receive either: (1) a
cash payment as compensation for losses that may be or have been
sustained in a private sale, in an amount not to exceed the dif-
ference between (a) 95 percent of the fair market value of their
property prior to public announcement of intention to close all or
part of the military base or installation and (b) the fair market
value of such property at the time of the sale; or (2) as the pur-
chase price for their property, an amount not to exceed 90 percent
of the prior fair market value as determined by the Secretary of
Defense, or the amount of the outstanding mortgages.

Tax treatment

Unless specifically excluded, gross income for Federal income tax
purposes includes all income from whatever source derived.
Amounts received under HAP are received in connection with the
performance of services. Under prior law, these amounts were in-
cludible in gross income as compensation for services to the extent
such payments exceed the fair market value of the property relin-
quished in exchange for such payments. Additionally under prior
law, such payments were wages for Federal Insurance Contribu-
tions Act (“FICA”) tax purposes (including Medicare).

62The Act also increases the death gratuity benefit from $6,000 to $12,000.
63 The payments are authorized under the provisions of 42 U.S.C. sec. 3374.
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Reasons for Change 64

The Congress believed that an exclusion from gross income and
FICA taxes was necessary to provide full compensation for the
losses in home values incurred as a result of military base realign-
ment or closure. The Congress further believed that this would
help to facilitate necessary military base realignment or closure.

Explanation of Provision

The Act generally exempts from gross income amounts received
under the HAP (as in effect on the date of enactment of this Act).
Amounts received under the program also are not considered wages
for FICA tax purposes (including Medicare). The excludable
amount is limited to the reduction in the fair market value of prop-
erty.

Effective Date

The provision is effective for payments made after the date of en-
actment (November 11, 2003).

D. Expansion of Combat Zone Filing Rules to Contingency
Operations (sec. 104 of the Act and sec. 7508 of the Code)

Present and Prior Law

General time limits for filing tax returns

Individuals generally must file their Federal income tax returns
by April 15 of the year following the close of a taxable year. The
Secretary may grant reasonable extensions of time for filing such
returns. Treasury regulations provide an additional automatic two-
month extension (until June 15 for calendar-year individuals) for
United States citizens and residents in military or naval service on
duty on April 15 of the following year (the otherwise applicable due
date of the return) outside the United States. No action is nec-
essary to apply for this extension, but taxpayers must indicate on
their returns (when filed) that they are claiming this extension.
Unlike most extensions of time to file, this extension applies to
both filing returns and paying the tax due.

Treasury regulations also provide, upon application on the proper
form, an automatic four-month extension (until August 15 for cal-
endar-year individuals) for any individual timely filing that form
and paying the amount of tax estimated to be due.

In general, individuals must make quarterly estimated tax pay-
ments by April 15, June 15, September 15, and January 15 of the
following taxable year. Wage withholding is considered to be a pay-
ment of estimated taxes.

Suspension of time periods

In general, the period of time for performing various acts under
the Code, such as filing tax returns, paying taxes, or filing a claim

64See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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for credit or refund of tax, is suspended for any individual serving
in the Armed Forces of the United States in an area designated as
a “combat zone” during the period of combatant activities. An indi-
vidual who becomes a prisoner of war is considered to continue in
active service and is therefore also eligible for these suspension of
time provisions. The suspension of time also applies to an indi-
vidual serving in support of such Armed Forces in the combat zone,
such as Red Cross personnel, accredited correspondents, and civil-
ian personnel acting under the direction of the Armed Forces in
support of those Forces. The designation of a combat zone must be
made by the President in an Executive Order. The President must
also designate the period of combatant activities in the combat zone
(the starting date and the termination date of combat).

The suspension of time encompasses the period of service in the
combat zone during the period of combatant activities in the zone,
as well as (1) any time of continuous qualified hospitalization re-
sulting from injury received in the combat zone®5 or (2) time in
missing in action status, plus the next 180 days.

The suspension of time applies to the following acts:

1. Filing any return of income, estate, or gift tax (except employ-
ment and withholding taxes);

2. Payment of any income, estate, or gift tax (except employment
and withholding taxes);

3. Filing a petition with the Tax Court for redetermination of a
deficiency, or for review of a decision rendered by the Tax Court;

4. Allowance of a credit or refund of any tax;

5. Filing a claim for credit or refund of any tax;

6. Bringing suit upon any such claim for credit or refund;

7. Assessment of any tax;

8. Giving or making any notice or demand for the payment of
any tax, or with respect to any liability to the United States in re-
spect of any tax;

9. Collection of the amount of any liability in respect of any tax;

10. Bringing suit by the United States in respect of any liability
in respect of any tax; and

11. Any other act required or permitted under the internal rev-
enue laws specified by the Secretary of the Treasury.

Individuals may, if they choose, perform any of these acts during
the period of suspension. Spouses of qualifying individuals are enti-
tled to the same suspension of time, except that the spouse is ineli-
gible for this suspension for any taxable year beginning more than
two years after the date of termination of combatant activities in
the combat zone.

65Two special rules apply to continuous hospitalization inside the United States. First, the
suspension of time provisions based on continuous hospitalization inside the United States are
applicable only to the hospitalized individual; they are not applicable to the spouse of such indi-
vidual. Second, in no event do the suspension of time provisions based on continuous hospitaliza-
tion inside the United States extend beyond five years from the date the individual returns to
the United States. These two special rules do not apply to continuous hospitalization outside
the United States.
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Reasons for Change 66

The Congress believed that military personnel deployed outside
the United States away from their permanent duty station while
participating in a contingency operation should be entitled to uti-
lize the same suspension of time provisions as those deployed in a
combat zone.

Explanation of Provision

The Act applies the special suspension of time period rules to
persons deployed outside the United States away from the individ-
ual’s permanent duty station while participating in an operation
designated by the Secretary of Defense as a contingency operation
or that becomes a contingency operation. A contingency operation
is defined 67 as a military operation that is designated by the Sec-
retary of Defense as an operation in which members of the Armed
Forces are or may become involved in military actions, operations,
or hostilities against an enemy of the United States or against an
opposing military force, or results in the call or order to (or reten-
tion of) active duty of members of the uniformed services during a
war or a national emergency declared by the President or Con-
gress.

Effective Date

The provision applies to any period for performing an act that
has not expired before the date of enactment (November 11, 2003).

E. Modification of Membership Requirement for Exemption
from Tax for Certain Veterans’ Organizations (sec. 105 of
the Act and sec. 501(c)(19) of the Code)

Present and Prior Law

Under present and prior law, a veterans’ organization as de-
scribed in section 501(c)(19) of the Code generally is exempt from
taxation. The Code defines such an organization as a post or orga-
nization of past or present members of the Armed Forces of the
United States: (1) that is organized in the United States or any of
its possessions; (2) no part of the net earnings of which inures to
the benefit of any private shareholder or individual; and (3) that
meets certain membership requirements. The membership require-
ments are that (1) at least 75 percent of the organization’s mem-
bers are past or present members of the Armed Forces of the
United States, and, under prior law, that (2) substantially all of the
remaining members are cadets or are spouses, widows, or widowers
of past or present members of the Armed Forces of the United
States or of cadets. Under present and prior law, no more than 2.5
percent of an organization’s total members may consist of individ-
uals who are not veterans, cadets, or spouses, widows, or widowers
of such individuals.

66 See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).

67The definition is by cross-reference to 10 U.S.C. sec. 101.
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Contributions to an organization described in section 501(c)(19)
may be deductible for Federal income or gift tax purposes if the or-
ganization is a post or organization of war veterans.

Reasons for Change 68

As the membership of veterans’ organizations changes due to
aging and the deaths of members, veterans’ organizations that cur-
rently qualify for tax exemption under section 501(c)(19) may cease
to qualify for exempt status under that section, even though the
membership, apart from changes due to deaths, remains the same.
The Congress believed that a limited expansion of the membership
of veterans’ organizations will enable certain of such organizations
to retain exempt status, which might otherwise be in jeopardy, and
will not unduly expand the membership base beyond persons with
a close connection to members of the Armed Forces or cadets.

Explanation of Provision

The Act permits ancestors or lineal descendants of past or
present members of the Armed Forces of the United States or of
cadets to qualify as members for purposes of the “substantially all”
test. The Act does not change the requirement that 75 percent of
the organization’s members must be past or present members of
the Armed Forces of the United States or the 2.5 percent rule.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (November 11, 2003).

F. Clarification of Treatment of Certain Dependent Care As-
sistance Programs Provided to Members of the Uniformed
Services of the United States (sec. 106 of the Act and sec.
134 of the Code)

Present and Prior Law

Present and prior law provides that qualified military benefits
are not included in gross income. Generally, a qualified military
benefit is any allowance or in-kind benefit (other than personal use
of a vehicle) which: (1) is received by any member or former mem-
ber of the uniformed services of the United States or any depend-
ent of such member by reason of such member’s status or service
as a member of such uniformed services; and (2) was excludable
from gross income on September 9, 1986, under any provision of
law, regulation, or administrative practice which was in effect on
such date. Generally, other than certain cost of living adjustments,
no modification or adjustment of any qualified military benefit
after September 9, 1986, is taken into account for purposes of this
exclusion from gross income. Under prior law, questions arose as
to ghe scope of the exclusion with respect to the dependent care
credit.

68 See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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Reasons for Change 69

The Congress believed that it is important to remove any uncer-
tainty regarding the tax treatment of dependent care assistance
provided to members of the uniformed services.

Explanation of Provision

The Act clarifies that dependent care assistance provided under
a dependent care assistance program (as in effect on the date of en-
actment of this Act) for a member of the uniformed services by rea-
son of such member’s status or service as a member of the uni-
formed services is excludable from gross income as a qualified mili-
tary benefit subject to the present-law rules. The uniformed serv-
ices include: (1) the Armed Forces (the Army, Navy, Air Force, Ma-
rine Corps, and Coast Guard); (2) the commissioned corps of the
National Oceanic and Atmospheric Administration; and (3) the
commissioned corps of the Public Health Service. Amounts received
under the program also are not considered wages for Federal Insur-
ance Contributions Act tax purposes (including Medicare).

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2002. No inference is intended as to the tax treatment
of such amounts for prior taxable years.

G. Treatment of Service Academy Appointments as Scholar-
ships for Purposes of Qualified Tuition Programs and
Coverdell Education Savings Accounts (sec. 107 of the Act
and secs. 529 and 530 of the Code)

Present and Prior Law

The Code provides tax-exempt status to qualified tuition pro-
grams, meaning programs established and maintained by a State
or agency or instrumentality thereof or by one or more eligible edu-
cational institutions under which a person (1) may purchase tuition
credits or certificates on behalf of a designated beneficiary which
entitle the beneficiary to the waiver or payment of qualified higher
education expenses of the beneficiary, or (2) in the case of a pro-
gram established by and maintained by a State or agency or instru-
mentality thereof, may make contributions to an account which is
established for the purpose of meeting the qualified higher edu-
cation expenses of the designated beneficiary of the account. Con-
tributions to qualified tuition programs may be made only in cash.
Qualified tuition programs must have adequate safeguards to pre-
vent contributions on behalf of a designated beneficiary in excess
of amounts necessary to provide for the qualified higher education
expenses of the beneficiary.

The Code provides tax-exempt status to Coverdell education sav-
ings accounts (“ESAs”), meaning certain trusts or custodial ac-

69 See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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counts which are created or organized in the United States exclu-
sively for the purpose of paying the qualified education expenses of
a designated beneficiary. Contributions to ESAs may be made only
in cash. Annual contributions to ESAs may not exceed $2,000 per
beneficiary (except in cases involving certain tax-free rollovers) and
may not be made after the designated beneficiary reaches age 18.

Earnings on contributions to an ESA or a qualified tuition pro-
gram generally are subject to tax when withdrawn. However, dis-
tributions from an ESA or qualified tuition program are excludable
from the gross income of the distributee to the extent that the total
distribution does not exceed the qualified education expenses in-
curred by the beneficiary during the year the distribution is made.

If the qualified education expenses of the beneficiary for the year
are less than the total amount of the distribution from an ESA or
qualified tuition program, then the qualified education expenses
are deemed to be paid from a pro-rata share of both the principal
and earnings components of the distribution. In such a case, only
a portion of the earnings is excludable (i.e., the portion of the earn-
ings based on the ratio that the qualified education expenses bear
to the total amount of the distribution) and the remaining portion
of the earnings is includible in the beneficiary’s gross income.

The earnings portion of a distribution from an ESA or a qualified
tuition program that is includible in income is generally subject to
an additional 10-percent tax. The 10-percent additional tax does
not apply if a distribution is made on account of the death or dis-
ability of the designated beneficiary, or on account of a scholarship
received by the designated beneficiary (to the extent it does not ex-
ceed the amount of the scholarship).

Service obligations are required of recipients of appointments to
the United States Military Academy, the United States Naval
Academy, the United States Air Force Academy, the United States
Coast Guard Academy, or the United States Merchant Marine
Academy. Because of these service obligations, appointments to the
Academies are not considered scholarships for purposes of the
waiver of the additional 10 percent tax on withdrawals from ESAs
and qualified tuition programs that are not used for qualified edu-
cation purposes.

Reasons for Change 70

The Congress believed that it was appropriate to treat appoint-
ments to a United States Service Academy in a manner similar to
the treatment of qualified scholarships. Accordingly, Congress be-
lieved that it was appropriate to waive the additional 10-percent
tax on withdrawals from ESAs and qualified tuition programs that
are not used for qualified education purposes because the des-
ignated beneficiary received an appointment to a United States
Service Academy.

The Congress believed that imposing an additional tax on earn-
ings from educational savings accounts and qualified tuition plans
is inappropriate in the case of individuals who choose to serve their

70See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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country as a member of the military and who, as a part of that
service, obtain their education at one of the Service Academies.

Explanation of Provision

Under the Act, the additional 10-percent tax does not apply to
withdrawals from Coverdell education savings accounts and quali-
fied tuition programs made on account of the attendance of the
beneficiary at the United States Military Academy, the United
States Naval Academy, the United States Air Force Academy, the
United States Coast Guard Academy, or the United States Mer-
chant Marine Academy.

The amount of funds that can be withdrawn without the addi-
tional tax is limited to the costs of advanced education as defined
in 10 U.S.C. section 2005(e)(3) (as in effect on the date of the enact-
ment of the Act) at such Academies.

Effective Date

The provision applies to taxable years beginning after December
31, 2002.

H. Suspension of Tax-Exempt Status of Terrorist
Organizations (sec. 108 of the Act and sec. 501 of the Code)

Present and Prior Law

Under present and prior law, the Internal Revenue Service gen-
erally issues a letter revoking recognition of an organization’s tax-
exempt status only after (1) conducting an examination of the orga-
nization, (2) issuing a letter to the organization proposing revoca-
tion, and (3) allowing the organization to exhaust the administra-
tive appeal rights that follow the issuance of the proposed revoca-
tion letter. In the case of an organization described in section
501(c)(3), the revocation letter immediately is subject to judicial re-
view under the declaratory judgment procedures of section 7428. To
sustain a revocation of tax-exempt status under section 7428, the
IRS must demonstrate that the organization is no longer entitled
to exemption. Under prior law, there was no procedure for the IRS
to suspend the tax-exempt status of an organization.

To combat terrorism, the Federal government has designated a
number of organizations as terrorist organizations or supporters of
terrorism under the Immigration and Nationality Act, the Inter-
national Emergency Economic Powers Act, and the United Nations
Participation Act of 1945.

Reasons for Change 71

The Congress believed that an organization that has been des-
ignated or otherwise identified by the Federal government as a ter-
rorist organization pursuant to certain authority should not be ex-
empt from Federal income tax and that contributions to such orga-
nizations should not be deductible for Federal income tax purposes.

71See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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The Congress believed that the Federal government’s designation
or identification of an organization as a terrorist organization is
ground for suspension of tax-exempt status, and that in such cases
a separate investigation of the organization by the Internal Rev-
enue Service is not necessary. Further, because a terrorist organi-
zation may challenge the Federal government’s designation or iden-
tification of the organization under the law authorizing the des-
ignation or identification, recourse to the declaratory judgment pro-
cedures of the Internal Revenue Code to challenge the suspension
of tax-exemption is not appropriate.

Explanation of Provision

The Act suspends the tax-exempt status of an organization that
is exempt from tax under section 501(a) for any period during
which the organization is designated or identified by U.S. Federal
authorities as a terrorist organization or supporter of terrorism.
The Act also makes such an organization ineligible to apply for tax-
exemption under section 501(a). The period of suspension runs
from the date the organization is first designated or identified (or
from the date of enactment of the bill, whichever is later) to the
date when all designations or identifications with respect to the or-
ganization have been rescinded pursuant to the law or Executive
Order under which the designation or identification was made.

The Act describes a terrorist organization as an organization that
has been designated or otherwise individually identified (1) as a
terrorist organization or foreign terrorist organization under the
authority of section 212(a)(3)(B)(vi)(II) or section 219 of the Immi-
gration and Nationality Act; (2) in or pursuant to an Executive
Order that is related to terrorism and issued under the authority
of the International Emergency Economic Powers Act or section 5
of the United Nations Participation Act for the purpose of imposing
on such organization an economic or other sanction; or (3) in or
pursuant to an Executive Order that refers to the provision and is
issued under the authority of any Federal law if the organization
is designated or otherwise individually identified in or pursuant to
such Executive Order as supporting or engaging in terrorist activ-
ity (as defined in section 212(a)(3)(B) of the Immigration and Na-
tionality Act) or supporting terrorism (as defined in section
140(d)(2) of the Foreign Relations Authorization Act, Fiscal Years
1988 and 1989). During the period of suspension, no deduction for
any contribution to a terrorist organization is allowed under the
Code, including under sections 170, 545(b)(2), 556(b)(2), 642(c),
2055, 2106(a)(2), or 2522.

No organization or other person may challenge, under section
7428 or any other provision of law, in any administrative or judi-
cial proceeding relating to the Federal tax liability of such organi-
zation or other person, the suspension of tax-exemption, the ineligi-
bility to apply for tax-exemption, a designation or identification de-
scribed above, the timing of the period of suspension, or a denial
of deduction described above. The suspended organization may
maintain other suits or administrative actions against the agency
or agencies that designated or identified the organization, for the
purpose of challenging such designation or identification (but not
the suspension of tax-exempt status under this provision).
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If the tax-exemption of an organization is suspended and each
designation and identification that has been made with respect to
the organization is determined to be erroneous pursuant to the law
or Executive Order making the designation or identification, and
such erroneous designation results in an overpayment of income
tax for any taxable year with respect to such organization, a credit
or refund (with interest) with respect to such overpayment shall be
made. If the operation of any law or rule of law (including res judi-
cata) prevents the credit or refund at any time, the credit or refund
may nevertheless be allowed or made if the claim for such credit
or refund is filed before the close of the one-year period beginning
on the date that the last remaining designation or identification
with respect to the organization is determined to be erroneous.

The Act directs the IRS to update the listings of tax-exempt orga-
nizations to take account of organizations that have had their ex-
emption suspended and to publish notice to taxpayers of the sus-
pension of an organization’s tax-exemption and the fact that con-
tributions to such organization are not deductible during the period
of suspension.

Effective Date

The provision is effective for designations made before, on, or
after the date of enactment (November 11, 2003).

I. Above-the-Line Deduction for Overnight Travel Expenses
of National Guard and Reserve Members (sec. 109 of the
Act and sec. 162 of the Code)

Present and Prior Law

Under prior law, National Guard and Reserve members could
claim itemized deductions for their nonreimbursable expenses for
transportation, meals, and lodging when they must travel away
from home (and stay overnight) to attend National Guard and Re-
serve meetings. These overnight travel expenses were combined
with other miscellaneous itemized deductions on Schedule A of the
individual’s income tax return and were deductible only to the ex-
tent that the aggregate of these deductions exceeds two percent of
the taxpayer’s adjusted gross income. Under present and prior law,
no deduction is generally permitted for commuting expenses to and
from drill meetings.

Reasons for Change 72

The Congress believed that all National Guard and Reserve
members incurring unreimbursed overnight expenses to attend Na-
tional Guard and Reserve meetings should be able to deduct these
expenses from their income, not just those who itemize their deduc-
tions. Accordingly, the Congress provided an above-the-line deduc-
tion for these expenses.

72See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).
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Explanation of Provision

The Act provides an above-the-line deduction for the overnight
transportation, meals, and lodging expenses of National Guard and
Reserve members who must travel away from home more than 100
miles (and stay overnight) to attend National Guard and Reserve
meetings. Accordingly, these individuals incurring these expenses
can deduct them from gross income regardless of whether they
itemize their deductions. The amount of the expenses that may be
deducted may not exceed $1,500 per taxable year and is only avail-
able for any period during which the individual is more than 100
miles from home in connection with such services.

Effective Date

The provision is effective with respect to amounts paid or in-
curred in taxable years beginning after December 31, 2002.

J. Extension of Certain Tax Relief Provisions to Astronauts
(sec. 110 of the Act and secs. 101, 692, and 2201 of the Code)

Present and Prior Law

In general

The Victims of Terrorism Tax Relief Act of 2001 (the “Victims
Act”) provided certain income and estate tax relief to individuals
who die from wounds or injury incurred as a result of the terrorist
attacks against the United States on September 11, 2001, and
April 19, 1995 (the bombing of the Alfred P. Murrah Federal Build-
ing in Oklahoma City), or as a result of illness incurred due to an
attack involving anthrax that occurred on or after September 11,
2001, and before January 1, 2002.

Income tax relief

The Victims Act extended relief similar to the present-law treat-
ment of military or civilian employees of the United States who die
as a result of terrorist or military activity outside the United
States to individuals who die as a result of wounds or injury which
were incurred as a result of the terrorist attacks that occurred on
September 11, 2001, or April 19, 1995, and individuals who die as
a result of illness incurred due to an attack involving anthrax that
occurs on or after September 11, 2001, and before January 1, 2002.
Under the Victims Act, such individuals generally are exempt from
income tax for the year of death and for prior taxable years begin-
ning with the taxable year prior to the taxable year in which the
wounds or injury occurred.”® The exemption applies to these indi-
viduals whether killed in an attack (e.g., in the case of the Sep-
tember 11, 2001, attack in one of the four airplanes or on the
ground) or in rescue or recovery operations.

Present and prior law provides tax relief of at least $10,000 to
each eligible individual regardless of the income tax liability of the
individual for the eligible tax years. If an eligible individual’s in-
come tax for years eligible for the exclusion under the provision is
less than $10,000, the individual is treated as having made a tax

73 Present law does not provide relief from self-employment tax liability.
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payment for such individual’s last taxable year in an amount equal
to the excess of $10,000 over the amount of tax not imposed under
the provision.

Subject to rules prescribed by the Secretary, the exemption from
tax does not apply to the tax attributable to (1) deferred compensa-
tion which would have been payable after death if the individual
had died other than as a specified terrorist victim, or (2) amounts
payable in the taxable year which would not have been payable in
such taxable year but for an action taken after September 11, 2001.
Thus, for example, the exemption does not apply to amounts pay-
able from a qualified plan or individual retirement arrangement to
the beneficiary or estate of the individual. Similarly, amounts pay-
able only as death or survivor’s benefits pursuant to deferred com-
pensation preexisting arrangements that would have been paid if
the death had occurred for another reason are not covered by the
exemption. In addition, if the individual’s employer makes adjust-
ments to a plan or arrangement to accelerate the vesting of re-
stricted property or the payment of nonqualified deferred com-
pensation after the date of the particular attack, the exemption
does not apply to income received as a result of that action.”#+ Also,
if the individual’s beneficiary cashed in savings bonds of the dece-
dent, the exemption does not apply. On the other hand, the exemp-
tion does apply, for example, to a final paycheck of the individual
or dividends on stock held by the individual when paid to another
person or the individual’s estate after the date of death but before
the end of the taxable year of the decedent (determined without re-
gard to the death). The exemption also applies to payments of an
individual’s accrued vacation and accrued sick leave.

The tax relief does not apply to any individual identified by the
Attorney General to have been a participant or conspirator in any
terrorist attack to which the provision applies, or a representative
of such individual.

Exclusion of death benefits

The Victims Act generally provides an exclusion from gross in-
come for amounts received if such amounts are paid by an em-
ployer (whether in a single sum or otherwise 75) by reason of the
death of an employee who dies as a result of wounds or injury
which were incurred as a result of the terrorist attacks that oc-
curred on September 11, 2001, or April 19, 1995, or as a result of
illness incurred due to an attack involving anthrax that occurred
on or after September 11, 2001, and before January 1, 2002. Sub-
ject to rules prescribed by the Secretary, the exclusion does not
apply to amounts that would have been payable if the individual
had died for a reason other than the attack. The exclusion does
apply, however, to death benefits provided under a qualified plan
that satisfy the incidental benefit rule.

For purposes of the exclusion, self-employed individuals are
treated as employees. Thus, for example, payments by a partner-
ship to the surviving spouse of a partner who died as a result of

74 Such amounts may, however, be excludable from gross income under the death benefit ex-
clusion provided in section 102 of the Victims Act.
75Thus, for example, payments made over a period of years could qualify for the exclusion.
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the September 11, 2001, attacks may be excludable under the pro-
vision.

The tax relief does not apply to any individual identified by the
Attorney General to have been a participant or conspirator in any
terrorist attack to which the provision applies, or a representative
of such individual.

Estate tax relief

Present and prior law provides a reduction in Federal estate tax
for taxable estates of U.S. citizens or residents who are active
members of the U.S. Armed Forces and who are killed in action
while serving in a combat zone (sec. 2201). This provision also ap-
plies to active service members who die as a result of wounds, dis-
ease, or injury suffered while serving in a combat zone by reason
of a hazard to which the service member was subjected as an inci-
dent of such service.

In general, the effect of section 2201 is to replace the Federal es-
tate tax that would otherwise be imposed with a Federal estate tax
equal to 125 percent of the maximum State death tax credit deter-
mined under section 2011(b). Credits against the tax, including the
unified credit of section 2010 and the State death tax credit of sec-
tion 2011, then apply to reduce (or eliminate) the amount of the es-
tate tax payable.

Generally, the reduction in Federal estate taxes under section
2201 is equal in amount to the “additional estate tax.” The addi-
tional estate tax is the difference between the Federal estate tax
imposed by section 2001 and 125 percent of the maximum State
death tax credit determined under section 2011(b) as in effect prior
to its repeal by EGTRRA.

The Victims Act generally treats individuals who die from
wounds or injury incurred as a result of the terrorist attacks that
occurred on September 11, 2001, or April 19, 1995, or as a result
of illness incurred due to an attack involving anthrax that occurred
on or after September 11, 2001, and before January 1, 2002, in the
same manner as if they were active members of the U.S. Armed
Forces killed in action while serving in a combat zone or dying as
a result of wounds or injury suffered while serving in a combat
zone for purposes of section 2201. Consequently, the estates of
these individuals are eligible for the reduction in Federal estate tax
provided by section 2201. The tax relief does not apply to any indi-
vidual identified by the Attorney General to have been a partici-
pant or conspirator in any terrorist attack to which the provision
applies, or a representative of such individual.

The Victims Act also changed the general operation of section
2201, as it applies to both the estates of service members who qual-
ify for special estate tax treatment under present and prior law
and to the estates of individuals who qualify for the special treat-
ment only under the Act. Under the Victims Act, the Federal estate
tax is determined in the same manner for all estates that are eligi-
ble for Federal estate tax reduction under section 2201. In addition,
the executor of an estate that is eligible for special estate tax treat-
ment under section 2201 may elect not to have section 2201 apply
to the estate. Thus, in the event that an estate may receive more
favorable treatment without the application of section 2201 in the
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year of death than it would under section 2201, the executor may
elect not to apply the provisions of section 2201, and the estate tax
owed (if any) would be determined pursuant to the generally appli-
cable rules.

Under the Victims Act, section 2201 no longer reduces Federal
estate tax by the amount of the additional estate tax. Instead, the
Victims Act provides that the Federal estate tax liability of eligible
estates is determined under section 2001 (or section 2101, in the
case of decedents who were neither residents nor citizens of the
United States), using a rate schedule that is equal to 125 percent
of the pre-EGTRRA maximum State death tax credit amount. This
rate schedule is used to compute the tax under section 2001(b) or
section 2101(b) (i.e., both the tentative tax under section 2001(b)(1)
and section 2101(b), and the hypothetical gift tax under section
2001(b)(2) are computed using this rate schedule). As a result of
this provision, the estate tax is unified with the gift tax for pur-
poses of section 2201 so that a single graduated (but reduced) rate
schedule applies to transfers made by the individual at death,
based upon the cumulative taxable transfers made both during life-
time and at death.

In addition, while the Victims Act provides an alternative re-
duced rate table for purposes of determining the tax under section
2001(b) or section 2101(b), the amount of the unified credit never-
theless is determined as if section 2201 did not apply, based upon
the unified credit as in effect on the date of death. For example,
in the case of victims of the September 11, 2001, terrorist attack,
the applicable unified credit amount under section 2010(c) would be
determined by reference to the actual section 2001(c) rate table.

Reasons for Change 76

The Congress wished to honor the bravery of individuals who lost
their lives in the space shuttle Columbia disaster. Further, the
Congress believed it appropriate to provide these tax relief meas-
ures to those individuals and their families.

Explanation of Provision

The Act extends the exclusion from income tax, the exclusion for
death benefits, and the estate tax relief available under the Victims
of Terrorism Tax Relief Act of 2001 to astronauts who lose their
lives on a space mission (including the individuals who lost their
lives in the space shuttle Columbia disaster).

Effective Date

The provision is generally effective for qualified individuals
whose lives are lost on a space mission after December 31, 2002.

76 See S. 351, the “Armed Forces Tax Fairness Act of 2003,” which was reported by the Senate
Committee on Finance on February 11, 2003 (S. Rep. No. 108-3) and H.R. 878, the “Armed
Forces Tax Fairness Act of 2003,” which was reported by the House Committee on Ways and
Means on March 5, 2003 (H.R. Rep. No. 108-23).



II. REVENUE PROVISION
A. Extension of Customs User Fees (sec. 201 of the Act)

Present and Prior Law

Section 13031 of the Consolidated Omnibus Budget Reconcili-
ation Act of 1985 (COBRA) (Pub. L. No. 99-272), authorized the
Secretary of the Treasury to collect certain service fees. Section 412
of the Homeland Security Act of 2002 (Pub. L. No. 107-296) au-
thorized the Secretary of the Treasury to delegate such authority
to the Secretary of Homeland Security. Provided for under 19
U.S.C. sec. 58¢, these fees include: processing fees for air and sea
passengers, commercial trucks, rail cars, private aircraft and ves-
sels, commercial vessels, dutiable mail packages, barges and bulk
carriers, merchandise, and customs broker permits. COBRA was
amended on several occasions but most recently by Pub. L. No.
108-89, which extended authorization for the collection of these
fees through March 31, 2004.77

Explanation of Provision

The Act extends the authorization for the collection of customs
user fees though March 1, 2005.78

Effective Date

The provision is effective on the date of enactment (November 11,
2003).

77Sec. 201; 117 Stat. 1335.

78 The expiration date was subsequently extended by the American Jobs Creation Act of 2004,
described in Part Seventeen. Present law provides authorization for the collection of these fees
through September 30, 2014 (sec. 201; 117 Stat. 1935).
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PART FIVE: MEDICARE PRESCRIPTION DRUG, IMPROVE-
MENT, AND MODERNIZATION ACT OF 2003 (PUBLIC
LAW 108-173) 79

A. Disclosure of Return Information for Purposes of Pro-
viding Transitional Assistance Under Medicare Discount
Card Program (sec. 105(e) of the Act and sec. 6103(1)(19) of
the Code)

Present and Prior Law

The Internal Revenue Code prohibits disclosure of returns and
return information, except to the extent specifically authorized by
the Code (sec. 6103(a)). Unauthorized disclosure is a felony punish-
able by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both, together with the costs of prosecution (sec.
7213). Unauthorized inspection of such information is a mis-
demeanor, punishable by a fine not exceeding $1,000 or imprison-
ment of not more than one year, or both, together with the costs
of prosecution (sec. 7213A). An action for civil damages also may
be brought for unauthorized disclosure (sec. 7431). No return or re-
turn information may be furnished by the Internal Revenue Service
(“IRS”) to another agency unless the other agency establishes pro-
cedures satisfactory to the IRS for safeguarding the information it
receives (sec. 6103(p)).

Explanation of Provision

The Act establishes a new optional Medicare prescription drug
benefit program, effective January 1, 2006. Until the new perma-
nent program is effective, the Secretary of Health and Human
Services 1s required to establish a program to endorse prescription
drug discount programs in order to provide access to prescription
drug discounts for discount card-eligible individuals and to provide
for transitional assistance for eligible individuals enrolled in such
endorsed programs.

An individual who wishes to be treated as a “transitional assist-
ance eligible individual” has the option of self-certifying under pen-
alty of perjury as to the amount of the individual’s income, family
size, and prescription drug coverage (if any). The Secretary of
Health and Human Services is authorized to verify eligibility for
individuals seeking to enroll in an endorsed program and for indi-
viduals who provide self-certification as to the foregoing items. In
its verification process, the Department of Health and Human

7 H.R. 1. The House passed the bill, with the text of H.R. 2596 (a bill relating to Health Sav-
ings Accounts) appended thereto, on June 27, 2003. The Senate Committee on Finance reported
S. 1 on June 13, 2003. The Senate passed H.R. 1, as amended by the provisions of S. 1, on July
7, 2003. The conference report was filed on November 21, 2003 (H.R. Rep. No. 108-391). The
conference bill passed the House on November 22, 2003, and the Senate on November 25, 2003.
The President signed the bill on December 8, 2003.

(49)
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Services may obtain and use return information from the IRS. Spe-
cifically, the provision authorizes the IRS to disclose to employees
and contractors of the Department of Health and Human Services
whether adjusted gross income, as modified in accordance with
definitions that will be specified by the Secretary of Health and
Human Services, exceeds amounts that are 100 and 135 percent of
the official poverty line.80 The IRS also is authorized to disclose the
applicable year (as defined below) and whether the return was a
joint return. If no return has been filed for such year, the IRS is
authorized to disclose the fact that no return has been filed for
such taxpayer. “Applicable year” means the most recent taxable
year for which information is available in the IRS data information
systems generally for all taxpayers, or if there is no return filed for
such taxpayer for such year, the prior taxable year. Return infor-
mation disclosed may only be used for the purposes of determining
eligibility for and administering the transitional assistance pro-
gram as established under the provision. Employees and contrac-
tors of the Department of Health and Human Services are subject
to the penalties for unauthorized disclosure and inspection, as well
as the applicable safeguard requirements.

Effective Date

The provision is effective for disclosures made after the date of
enactment (December 8, 2003).

B. Disclosure of Return Information Relating to Income-Re-
lated Reduction in Part B Premium Subsidy (sec. 811(c) of
the Act and sec. 6103(1)(20) of the Code)

Present and Prior Law

The Internal Revenue Code prohibits disclosure of returns and
return information, except to the extent specifically authorized by
the Code (sec. 6103(a)). Unauthorized disclosure is a felony punish-
able by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both, together with the costs of prosecution (sec.
7213). Unauthorized inspection of such information is a mis-
demeanor, punishable by a fine not exceeding $1,000 or imprison-
ment of not more than one year, or both, together with the costs
of prosecution (sec. 7213A). An action for civil damages also may
be brought for unauthorized disclosure (sec. 7431). No return or re-
turn information may be furnished by the Internal Revenue Service
(“IRS”) to another agency unless the other agency establishes pro-
cedures satisfactory to the IRS for safeguarding the information it
receives (sec. 6103(p)).

Explanation of Provision

To facilitate the income-related reduction in Part B premium
subsidy, the Act authorizes the disclosure of certain return infor-
mation to employees and contractors of the Social Security Admin-
istration. Upon written request from the Commissioner of Social

80For this purpose, the official poverty line is defined in section 673(3) of the Community
Services Block Grant Act, 42 U.S.C. sec. 9902(2).
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Security, the IRS may disclose certain items of return information
with respect to a taxpayer whose premium may be subject to a sub-
sidy adjustment.8? With respect to such taxpayers, the IRS may
disclose (1) taxpayer identity information; (2) filing status; (3) ad-
justed gross income; (4) the amounts excluded from such taxpayer’s
gross income under sections 135 and 911 of the Code (relating to
income from United States Savings bonds used to pay higher edu-
cation tuition and fees, and foreign earned income); (5) tax-exempt
interest received or accrued during the taxable year to the extent
such information is available; (6) amounts excluded from such tax-
payer’s gross income by sections 931 and 933 of the Code (relating
to income from sources within Guam, American Samoa, the North-
ern Mariana Islands, or Puerto Rico); (7) for nonfilers only, such
other information relating to the liability of the taxpayer as the
Secretary may prescribe by regulation, as might indicate that the
amount of the premium of the taxpayer may be subject to adjust-
ment (including estimated tax payments and income information
derived from Form W-2, Form 1099, and similar information re-
turns); and (8) the taxable year with respect to which the preceding
information relates. Return information disclosed under this au-
thority may be used by employees and contractors of the Social Se-
curity Administration only for purposes of, and to the extent nec-
essary in, establishing the appropriate amount of any Part B pre-
mium adjustment. Employees and contractors of the Social Security
Administration are subject to the penalties for unauthorized disclo-
sure and inspection, as well as the applicable safeguard require-
ments.

Effective Date

The provision is effective for premium adjustments under section
1839() of the Social Security Act for months beginning with Janu-
ary 2007.

C. Health Savings Accounts (sec. 1201 of the Act and new
sec. 223 of the Code)

Present and Prior Law

Overview

A number of provisions dealing with the Federal tax treatment
of health expenses and health insurance coverage exist under
present and prior law.

Employer-provided health coverage

In general, employer contributions to an accident or health plan
are excludable from an employee’s gross income (and wages for em-
ployment tax purposes).82 This exclusion generally applies to cov-
erage provided to employees (including former employees) and their
spouses, dependents, and survivors. Benefits paid under employer-
provided accident or health plans are also generally excludable
from income to the extent they are reimbursements for medical

81 Adjustments are determined pursuant to section 1839(i) of the Social Security Act (as added
by the provision).
82 Secs. 106, 3121(a)(2), and 3306(b)(2).
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care.83 If certain requirements are satisfied, employer-provided ac-
cident or health coverage offered under a cafeteria plan is also ex-
cludable from an employee’s gross income and wages.84

Two general employer-provided arrangements can be used to pay
for or reimburse medical expenses of employees on a tax-favored
basis: flexible spending arrangements (“FSAs”) and health reim-
bursement arrangements (“HRAs”). While these arrangements pro-
vide similar tax benefits (i.e., the amounts paid under the arrange-
ments for medical care are excludable from gross income and wages
for employment tax purposes), they are subject to different rules.
A main distinguishing feature between the two arrangements is
that while FSAs are generally part of a cafeteria plan and contribu-
tions to FSAs are made on a salary reduction basis, HRAs cannot
be part of a cafeteria plan and contributions cannot be made on a
salary-reduction basis.85

Amounts paid or accrued by an employer within a taxable year
for a sickness, accident, hospitalization, medical expense, or similar
health plan for its employees are generally deductible as ordinary
and necessary business expenses.86

Self-employed individuals

The exclusion for employer-provided health coverage does not
apply to self-employed individuals. However, self-employed individ-
uals (i.e., sole proprietors or partners in a partnership)87 are enti-
tled to deduct 100 percent of the amount paid for health insurance
for themselves and their spouse and dependents.88

Itemized deduction for medical expenses

Individuals who itemize deductions may deduct amounts paid
during the taxable year (to the extent not reimbursed by insurance
or otherwise) for medical care of the taxpayer, the taxpayer’s
spouse, and dependents, to the extent that the total of such ex-
penses exceeds 7.5 percent of the taxpayer’s adjusted gross in-
come.89

Archer medical savings accounts

In general

In general, an Archer medical savings account (“MSA”) is a tax-
exempt trust or custodial account created exclusively for the benefit
of the account holder that is subject to rules similar to those appli-
cable to individual retirement arrangements.90

83 Sec.105. In the case of a self-insured medical reimbursement arrangement, the exclusion ap-
plies to highly compensated employees only if certain nondiscrimination rules are satisfied. Sec.
105(h). Medical care is defined as under section 213(d) and generally includes amounts paid for
qualified long-term care insurance and services.

84 Secs. 125, 3121(a)(5)(G), and 3306(b)(5)(G). Long-term care insurance and services may not
be provided through a cafeteria plan.

85Notice 2002-45, 2002-28 L.R.B. 93 (July 15, 2002); Rev. Rul. 2002-41, 2002-28 I.R.B. 75
(July 15, 2002).

86 Sec. 162.

87 Self-employed individuals include more than two-percent shareholders of S corporations who
are treated as partners for purposes of fringe benefits rules pursuant to section 1372.

88 Sec. 162(1).

89 Sec. 213. The adjusted gross income percentage is 10 percent for purposes of the alternative
minimum tax. Sec. 56(b)(1)(B).

90 Sec. 220.
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Within limits, contributions to an Archer MSA are deductible in
determining adjusted gross income if made by an eligible individual
and are excludable from gross income and wages for employment
tax purposes if made by the employer of an eligible individual.
Earnings on amounts in an Archer MSA are not includible in gross
income in the year earned (i.e., inside buildup is not taxable). Dis-
tributions from an Archer MSA for qualified medical expenses are
not includible in gross income. Distributions not used for qualified
medical expenses are includible in gross income and subject to an
additional 15-percent tax unless the distribution is made after
death, disability, or the individual attains the age of Medicare eligi-
bility (i.e., age 65).

Qualified medical expenses are generally defined as under sec-
tion 213(d), except that qualified medical expenses do not include
expenses for health insurance other than long-term care insurance,
premiums for health coverage during any period of continuation
coverage required by Federal law, and premiums for health care
coverage while an individual is receiving unemployment compensa-
tion under Federal or State law. For purposes of determining the
itemized deduction for medical expenses, distributions from an Ar-
cher MSA for qualified medical expenses are not treated as ex-
penses paid for medical care under section 213.

Eligible individuals

Archer MSAs are available only to employees of a small employer
who are covered under an employer-sponsored high deductible
health plan and to self-employed individuals covered under a high
deductible health plan.?? An employer is a small employer if it em-
ployed, on average, no more than 50 employees on business days
during either of the two preceding calendar years. An individual is
not eligible for an Archer MSA if he or she is covered under any
other health plan that is not a high deductible health plan (other
than a plan providing certain limited types of coverage). Individ-
uals entitled to benefits under Medicare are not eligible individ-
uals. Eligible individuals do not include individuals who may be
claimed as a dependent on another person’s tax return.

Treatment of contributions

Individual contributions to an Archer MSA are deductible (within
limits) in determining adjusted gross income (i.e., “above-the-line”).
In addition, employer contributions are excludable from gross in-
come and wages for employment tax purposes (within the same
limits). Contributions to an Archer MSA may not be made through
a cafeteria plan. In the case of an employee, contributions can be
made to an Archer MSA either by the individual or by the individ-
ual’s employer, but not by both.

The maximum annual contribution that can be made to an Ar-
cher MSA for a year is 65 percent of the annual deductible under
the high deductible health plan in the case of self-only coverage
and 75 percent of the annual deductible in the case of family cov-
erage.

91 Self-employed individuals include more than two-percent shareholders of S corporations who
are treated as partners for purposes of fringe benefit rules pursuant to section 1372.
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If an employer provides a high deductible health plan coupled
with Archer MSAs for employees and makes employer contribu-
tions to the Archer MSAs, the employer must make available a
comparable contribution on behalf of all employees with com-
parable coverage during the same period. Contributions are consid-
ered comparable if they are either of the same amount or the same
percentage of the deductible under the high deductible health plan.
If employer contributions do not satisfy the comparability rule dur-
ing a period, then the employer is subject to an excise tax equal
to 35 percent of the aggregate amount contributed by the employer
to Archer MSAs of the employer for that period.

Definition of high deductible health plan

For 2003, a high deductible health plan is a health plan with an
annual deductible of at least $1,700 and no more than $2,500 in
the case of self-only coverage and at least $3,350 and no more than
$5,050 in the case of family coverage. In addition, the maximum
out-of-pocket expenses with respect to allowed costs must be no
more than $3,350 in the case of self-only coverage and no more
than $6,150 in the case of family coverage (for 2003).92 Out-of-pock-
et expenses include deductibles, co-payments, and other amounts
(other than premiums) that the individual must pay for covered
benefits under the plan. A plan does not fail to qualify as a high
deductible health plan merely because it does not have a deductible
for preventive care as required under State law. A plan does not
qualify as a high deductible health plan if substantially all of the
coverage under the plan is certain permitted insurance or is cov-
erage (whether provided through insurance or otherwise) for acci-
dents, disability, dental care, vision care, or long-term care.

Treatment of death of account holder

Upon death, any balance remaining in the decedent’s Archer
MSA is includible in his or her gross estate. If the account holder’s
surviving spouse is the named beneficiary of the Archer MSA, then,
after the death of the account holder, the Archer MSA becomes the
Archer MSA of the surviving spouse and the amount of the Archer
MSA balance may be deducted in computing the decedent’s taxable
estate, pursuant to the estate tax marital deduction.?3 If, upon the
account holder’s death, the Archer MSA passes to a named bene-
ficiary other than the decedent’s surviving spouse, the Archer MSA
ceases to be an Archer MSA as of the date of the decedent’s death,
and the beneficiary is required to include the fair market value of
the Archer MSA assets as of the date of death in gross income for
the taxable year that includes the date of death. The amount in-
cludible in gross income is reduced by the amount in the Archer
MSA used, within one year after death, to pay qualified medical ex-
penses incurred prior to the death. If there is no named beneficiary
for the decedent’s Archer MSA, the Archer MSA ceases to be an Ar-
cher MSA as of the date of death, and the fair market value of the

92The deductible and out-of-pocket expenses dollar amounts are indexed for inflation in $50
increments.
93 Sec. 2056.
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assets in the Archer MSA as of such date is includible in the dece-
dent’s gross income for the year of the death.

Limit on number of MSAs; termination of MSA availability

The number of taxpayers benefiting annually from an Archer
MSA contribution is limited to a threshold level (generally 750,000
taxpayers). The number of Archer MSAs established has not ex-
ceeded the threshold level.

After 2003, no new contributions could be made to Archer MSAs
except by or on behalf of individuals who previously had Archer
MSA contributions and employees who are employed by a partici-
pating employer.94

Explanation of Provision

In general

The Act adds provisions for health savings accounts (HSAs), ef-
fective for taxable years beginning after December 31, 2003. In
general, HSAs provide tax-favored treatment for current medical
expenses as well as the ability to save on a tax-favored basis for
future medical expenses. In general, HSAs are tax-exempt trusts or
custodial accounts created exclusively to pay for the qualified med-
ical expenses of the account holder and his or her spouse and de-
pendents that are subject to rules similar to those applicable to in-
dividual retirement arrangements.95

Within limits, contributions to an HSA made by or on behalf of
an eligible individual are deductible by the individual. Contribu-
tions to an HSA are excludable from income and employment taxes
if made by the employer. Earnings on amounts in HSAs are not
taxable. Distributions from an HSA for qualified medical expenses
are not includible in gross income. Distributions from an HSA that
are not used for qualified medical expenses are includible in gross
income and are subject to an additional tax of 10 percent, unless
the distribution is made after death, disability, or the individual at-
tains the age of Medicare eligibility (i.e., age 65).

Eligible individuals

Eligible individuals for HSAs are individuals who are covered by
a high deductible health plan and no other health plan that is not
a high deductible health plan and which provides coverage for any
benefit which is covered under the high deductible health plan. In-
dividuals entitled to benefits under Medicare are not eligible to
make contributions to an HSA. Eligible individuals do not include
individuals who may be claimed as a dependent on another per-
son’s tax return.

An individual with other coverage in addition to a high deduct-
ible health plan is still eligible for an HSA if such other coverage
is certain permitted insurance or permitted coverage. Permitted in-
surance is: (1) insurance if substantially all of the coverage pro-
vided under such insurance relates to (a) liabilities incurred under

94 Under Pub. L. No. 108-311, new contributions to Archer MSAs can be made through 2005.

95The present-law requirement applicable to insurance companies that certain policy acquisi-
tion expenses must be capitalized and amortized (sec. 848) does not apply in the case of any
contract that is an HSA.
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worker’s compensation law, (b) tort liabilities, (c) liabilities relating
to ownership or use of property (e.g., auto insurance), or (d) such
other similar liabilities as the Secretary may prescribe by regula-
tions; (2) insurance for a specified disease or illness; and (3) insur-
ance that provides a fixed payment for hospitalization. Permitted
coverage is coverage (whether provided through insurance or other-
wise) for accidents, disability, dental care, vision care, or long-term
care.

A high deductible health plan is a health plan that has a deduct-
ible that is at least $1,000 for self-only coverage or $2,000 for fam-
ily coverage and that has an out-of-pocket expense limit that is no
more than $5,000 in the case of self-only coverage and $10,000 in
the case of family coverage.?¢ As under present and prior law, out-
of-pocket expenses include deductibles, co-payments, and other
amounts (other than premiums) that the individual must pay for
covered benefits under the plan. A plan is not a high deductible
health plan if substantially all of the coverage is for permitted cov-
erage or coverage that may be provided by permitted insurance, as
described above.

A plan does not fail to be a high deductible health plan by reason
of failing to have a deductible for preventive care. Except as other-
wise provided by the Secretary, preventive care is defined as under
section 1871 of the Social Security Act. It is intended that the Sec-
retary of the Treasury will amend the definition of preventive care
if the definition used under the Social Security Act is inconsistent
with the purposes of the provision.

Tax treatment of and limits on contributions

Contributions to an HSA by or on behalf of an eligible individual
are deductible (within limits) in determining adjusted gross income
(i.e., “above-the-line”) of the individual. Thus, for example, con-
tributions made by an eligible individual’s family members are de-
ductible by the eligible individual to the extent the contributions
would be deductible if made by the individual.?” In addition, em-
ployer contributions to HSAs (including salary reduction contribu-
tions made through a cafeteria plan) are excludable from gross in-
come and wages for employment tax purposes.?® In the case of an
employee, contributions to an HSA may be made by both the indi-
vidual and the individual’s employer. All contributions are aggre-
gated for purposes of the maximum annual contribution limit. Con-
tributions to Archer MSAs reduce the annual contribution limit for
HSAs.

96The $1,000 and $5,000 limits are indexed for inflation. The family coverage limits will al-
ways be twice the self-only coverage limits (as indexed for inflation). In the case of the plan
using a network of providers, the plan does not fail to be a high deductible health plan (f it
would otherwise meet the requirements of a high deductible health plan) solely because the out-
of-pocket expense limit for services provided outside of the network exceeds the $5,000 and
$10,000 out-of-pocket expense limits. In addition, such plan’s deductible for out-of-network serv-
ices is not taken into account in determining the annual contribution limit (i.e., the deductible
for services with the network is used for such purpose).

97Under present law, contributions made on behalf of another individual are generally treated
asdgifics. The present-law gift tax rules apply to contributions made on behalf of another indi-
vidual.

98 Employer contributions to an HSA are excludable from wages for employment tax purposes
if, at the time of payment, it is reasonable to believe that the employee will be able to exclude
such payment from income.
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The maximum aggregate annual contribution that can be made
to an HSA is the lesser of (1) 100 percent of the annual deductible
under the high deductible health plan, or (2) the maximum deduct-
ible permitted under an Archer MSA high deductible health plan
under present and prior law, as adjusted for inflation.?® For 2004,
the amount of the maximum deductible under an Archer MSA high
deductible health plan is $2,600 in the case of self-only coverage
and $5,150 in the case of family coverage. The annual contribution
limits are increased for individuals who have attained age 55 by
the end of the taxable year. In the case of policyholders and cov-
ered spouses who are age 55 or older, the HSA annual contribution
limit is greater than the otherwise applicable limit by $500 in
2004, $600 in 2005, $700 in 2006, $800 in 2007, $900 in 2008, and
$1,000 in 2009 and thereafter.100 Contributions, including catch-up
contributions, cannot be made once an individual is eligible for
Medicare.

An excise tax applies to contributions in excess of the maximum
contribution amount for the HSA. The excise tax is generally equal
to six percent of the cumulative amount of excess contributions
that are not distributed from the HSA.

Amounts can be rolled over into an HSA from another HSA or
from an Archer MSA.

If an employer makes contributions to employees’ HSAs, the em-
ployer must make available comparable contributions on behalf of
all employees with comparable coverage during the same period.
Contributions are considered comparable if they are either of the
same amount or the same percentage of the deductible under the
plan. The comparability rule is applied separately to part-time em-
ployees (i.e., employees who are customarily employed for fewer
than 30 hours per week).

If employer contributions do not satisfy the comparability rule
during a period, then the employer is subject to an excise tax equal
to 35 percent of the aggregate amount contributed by the employer
to HSAs for that period. The excise tax is designed as a proxy for
the denial of the deduction for employer contributions. In the case
of a failure to comply with the comparability rule which is due to
reasonable cause and not to willful neglect, the Secretary may
waive part or all of the tax imposed to the extent that the payment
of the tax would be excessive relative to the failure involved. For
purposes of the comparability rule, employers under common con-
trol are aggregated.

Taxation of distributions

Distributions from an HSA for qualified medical expenses of the
individual and his or her spouse or dependents generally are ex-
cludable from gross income. In general, amounts in an HSA can be
used for qualified medical expenses even if the individual is not
currently eligible for contributions to the HSA.

99 The annual contribution limit is the sum of the limits determined separately for each
month, based on the individual’s status and health plan coverage as of the first day of the
month.

100 Ag in determining the general annual contribution limit, the increase in the annual con-
tribution limit for individuals who have attained age 55 is also determined on a monthly basis.
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Qualified medical expenses generally are defined as under sec-
tion 213(d) and include expenses for diagnosis, cure, mitigation,
treatment, or prevention of disease, including prescription drugs,
transportation primarily for and essential to such care, and quali-
fied long-term care expenses of the account holder and his or her
spouse or dependents. Qualified medical expenses do not include
expenses for insurance other than for (1) long-term care insurance,
(2) premiums for health coverage during any period of continuation
coverage required by Federal law, (3) premiums for health care cov-
erage while an individual is receiving unemployment compensation
under Federal or State law, or (4) in the case of an account bene-
ficiary who has attained the age of Medicare eligibility, health in-
surance premiums for Medicare, other than premiums for Medigap
policies. Such qualified health insurance premiums include, for ex-
ample, Medicare Part A and Part B premiums, Medicare HMO pre-
miums, and the employee share of premiums for employer-spon-
sored health insurance including employer-sponsored retiree health
insurance.

For purposes of determining the itemized deduction for medical
expenses, distributions from an HSA for qualified medical expenses
are not treated as expenses paid for medical care under section
213.

Distributions from an HSA that are not for qualified medical ex-
penses are includible in gross income. Distributions includible in
gross income are also subject to an additional 10-percent tax unless
made after death, disability, or the individual attains the age of
Medicare eligibility (i.e., age 65).

Tax treatment of HSAs after death

Upon death, any balance remaining in the decedent’s HSA is in-
cludible in his or her gross estate.

If the HSA holder’s surviving spouse is the named beneficiary of
the HSA, then, after the death of the HSA holder, the HSA be-
comes the HSA of the surviving spouse and the amount of the HSA
balance may be deducted in computing the decedent’s taxable es-
tate, pursuant to the estate tax marital deduction.191 The surviving
spouse is not required to include any amount in gross income as
a result of the death; the general rules applicable to the HSA apply
to the surviving spouse’s HSA (e.g., the surviving spouse is subject
to income tax only on distributions from the HSA for nonqualified
expenses). The surviving spouse can exclude from gross income
amounts withdrawn from the HSA for expenses incurred by the de-
cedent prior to death, to the extent they otherwise are qualified
medical expenses.

If, upon death, the HSA passes to a named beneficiary other
than the decedent’s surviving spouse, the HSA ceases to be an HSA
as of the date of the decedent’s death, and the beneficiary is re-
quired to include the fair market value of HSA assets as of the
date of death in gross income for the taxable year that includes the
date of death. The amount includible in income is reduced by the
amount in the HSA used, within one year after death, to pay quali-
fied medical expenses incurred by the decedent prior to the death.

101 Sec. 2056.
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As is the case with other HSA distributions, whether the expenses
are qualified medical expenses is determined as of the time the ex-
penses were incurred. In computing taxable income, the beneficiary
may claim a deduction for that portion of the Federal estate tax on
the decedent’s estate that was attributable to the amount of the
HSA balance.102

If there is no named beneficiary of the decedent’s HSA, the HSA
ceases to be an HSA as of the date of death, and the fair market
value of the assets in the HSA as of such date is includible in the
decedent’s gross income for the year of the death. This rule applies
in all cases in which there is no named beneficiary, even if the sur-
viving spouse ultimately obtains the right to the HSA assets (e.g.,
if the surviving spouse is the sole beneficiary of the decedent’s es-
tate).

Reporting requirements

Employer contributions are required to be reported on the em-
ployee’s Form W-2. Trustees of HSAs may be required to report to
the Secretary of the Treasury amounts with respect to contribu-
tions, distributions, the return of excess contributions, and other
matters as determined appropriate by the Secretary. In addition,
the Secretary may require providers of high deductible health plans
to make reports to the Secretary and to account beneficiaries as the
Secretary determines appropriate.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2003.

D. Exclusion from Gross Income of Certain Federal Sub-
sidies for Prescription Drug Plans (sec. 1202 of the Act
and new sec. 139A of the Code)

Present and Prior Law

Gross income includes all income from whatever source derived
unless a specific exclusion applies.103

Explanation of Provision

The Act provides that gross income does not include any special
subsidy payment received under section 1860D—-22 of the Social Se-
curity Act. The exclusion applies for purposes of both the regular
tax and the alternative minimum tax (including the adjustment for
adjusted current earnings).

The exclusion is not taken into account in determining whether
a deduction is allowable with respect to costs taken into account in
determining the subsidy payment. Accordingly, a taxpayer could
claim a deduction for prescription drug expenses incurred even
though the taxpayer also received an excludible subsidy related to
the same expenses.

102 The deduction is calculated in accordance with the present-law rules relating to income in
respect of a decedent set forth in section 691(c).
103 Sec. 61.
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Effective Date

The provision is effective for taxable years ending after the date
of enactment (December 8, 2003).

E. Exception to Information Reporting Requirements for
Certain Health Arrangements (sec. 1203 of the Act and sec.
6041 of the Code)

Present and Prior Law

Any person in a trade or business who, in the course of that
trade or business, makes specified payments to another person to-
taling $600 or more in a year, must provide an information report
to the IRS (as well as a copy to the recipient) on the payments.104
Reporting is required to be done on Form 1099. In general, these
information reports remind taxpayers of amounts of income that
should be reflected on their tax returns and assist the IRS in
verifying that taxpayers have correctly reported these amounts.

Treasury regulations specify that fees for professional services,
including the services of physicians, must be reported.195 Treasury
regulations also provide a general exception from these information
reporting requirements for payments made to corporations, except
that this exception is inapplicable if the corporation is “engaged in
providing medical and health care services.” 106

In 2003, the IRS issued a revenue ruling describing when em-
ployer-provided expense reimbursements made through debit or
credit cards or other electronic media are excludible from gross in-
come.197 The ruling stated that “payments made to medical service
providers through the use of debit, credit, and stored value cards
are re}ci(())gtable by the employer on Form 1099-MISC under section
6041.”

Reasons for Change 199

The Congress wished to encourage electronic reimbursement of
medical expenses through the use of debit or store-valued cards.
The Congress believed that the regulatory reporting requirement
discourgged the use of such cards and that such burden should be
removed.

Explanation of Provision

The Act provides an exception from the generally applicable in-
formation reporting provisions for payments for medical care made
under either: (1) a flexible spending arrangement,110 or (2) a health
reimbursement arrangement that is treated as employer-provided
coverage.

104 Sec. 6041.

105 Treas. Reg. sec. 1.6041-1(d)(2).

106 Treas. Reg. sec. 1.6041-3(p)(1). These regulations also provide an exception from these in-
formation reporting requirements if the payment is made to a hospital that is tax-exempt or
that is owned and operated by a governmental entity.

lg;%ev. Rul. 2003-43, 2003-21 I.R.B. 935 (May 27, 2003).

1

109 See H.R. 2351, the “Health Savings Account Availability Act,” which was reported by the
House Committee on Ways and Means on June 25, 2003 (H.R. Rep. No. 108-177).

110 This term is defined in sec. 106(c)(2).
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Effective Date

The provision applies to payments made after December 31,
2002.



PART SIX: VISION 100-CENTURY OF AVIATION
REAUTHORIZATION ACT (PUBLIC LAW 108-176) 111

A. Extension of Expenditure Authority (secs. 901 and 902 of
the Act)

Present and Prior Law

The Airport and Airway Trust Fund (the “Trust Fund”) was cre-
ated in 1970 to finance a major portion of the Federal expenditures
on national aviation programs. Prior to that time, these expendi-
tures had been financed with General Fund monies. The statutory
provisions relating to the Trust Fund were placed in the Code in
1982.112

Under prior law, the Internal Revenue Code authorized expendi-
tures to be made from the Trust Fund through September 30, 2003,
for purposes provided in specified authorizing legislation as in ef-
fect on the date of enactment of the most recent authorizing Act
(the Wendell H. Ford Aviation Investment and Reform Act for the
21st Century).

To support the Trust Fund, the Code imposes taxes on both com-
mercial and noncommercial aviation. Commercial aviation is the
carriage of persons or property by air for compensation (air trans-
portation “for hire”). All other air transportation is defined as non-
commercial aviation.113

The taxes imposed to finance the aviation trust fund are:

1. ticket taxes imposed on commercial passenger transportation;

2. a waybill tax imposed on freight transportation; and

3. fuel taxes imposed on gasoline and jet fuel used in commercial
aviation and non-commercial aviation.

Most domestic air passenger transportation is subject to a two-
part ticket tax. First, the Code imposes a tax at the rate of 7.5 per-
cent of the amount paid for taxable transportation. Second, the
Code imposes a flight segment tax of $3 for each domestic segment
of taxable transportation. Beginning with calendar year 2003, the
domestic flight segment portion of the ticket tax is adjusted for in-
flation annually.

111 H R. 2115. The House Committee on Transportation reported the bill on June 6, 2003 (H.R.
Rep. No. 108-143). The House passed the bill on June 11, 2003. The Senate Committee on Com-
merce, Science, and Transportation reported S. 824 on May 2, 2003 (S. Rep. No. 108-41). The
Senate passed H.R. 2115, as amended by the provisions of S. 824, on June 12, 2003. The con-
ference report was filed on October 29, 2003 (H.R. Rep. No. 108-334). The conference report
passed the House on October 30, 2003 and the Senate on November 21, 2003. The President
signed the bill on December 12, 2003.

112 Sec. 9502.

113 Sec. 4041(c)(2). Because these definitions are based on whether an amount is paid for the
transportation, it is possible for the same aircraft to be used at times in commercial aviation
and at times in non-commercial aviation. This determination is made on a flight-by-flight basis.
For example, a corporate-owned aircraft transporting employees of the corporation is engaged
in non-commercial aviation (and subject only to fuels excise tax) while the same aircraft when
transporting non-employees is engaged in commercial aviation (and subject to a mix of ticket
and fuels taxes).

(62)
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Explanation of Provisions

Trust Fund expenditure authority

The Act extends the authority to make expenditures (subject to
appropriations) from the Trust Fund through September 30, 2007.
The Act also updates the Trust Fund cross references to author-
izing legislation to include expenditure purposes in this Act and
prior authorizing legislation as in effect on the date of enactment
of the Act.

Domestic flight segment tax

The Act makes a technical correction to the domestic flight seg-
ment portion of the airline ticket tax. Beginning with calendar year
2003, the domestic flight segment portion of the airline ticket tax
is adjusted for inflation annually. The technical correction clarifies
that, in the case of amounts paid for transportation before the be-
ginning of the year in which the transportation is to occur, the rate
of tax is the rate in effect for the calendar year in which the
amount is paid.

Effective Dates

The provision extending expenditure authority is effective on the
date of enactment (December 12, 2003).

The provision relating to the domestic flight segment tax for
flight segments beginning after December 31, 2002, is effective as
if included in the provisions of the Taxpayer Relief Act of 1997 to
which it relates.



PART SEVEN: SERVICEMEMBERS CIVIL RELIEF ACT
(PUBLIC LAW 108-189) 114

A. Servicemembers Civil Relief (sec. 510 of the Act)

Explanation of Provision

Section 510 of the Servicemembers Civil Relief Act reenacts sec-
tion 573 of the Soldiers’ and Sailors’ Civil Relief Act of 1940, with
only minor technical changes. First, section 510 requires notice to
the IRS or the tax authority of a State or a political subdivision
thereof to be effective. Second, the six month maximum effective
period under the 1940 Act has been changed to a 180-day period.

114H R. 100. The House Committee on Veterans’ Affairs reported the bill on April 30, 2003
(H.R. Rep. No. 108-81). The House passed the bill on the suspension calendar on May 7, 2003.
The Senate Committee on Veterans’ Affairs reported S. 1136 on November 11, 2003 (S. Rep.
No. 108-197). The Senate passed H.R. 100, as amended by the provisions of S. 1136, by unani-
mous consent on November 21, 2003. The House passed the bill, as amended by the Senate,
by unanimous consent on December 12, 2003. The President signed the bill on December 19,
2003.

(64)



PART EIGHT: SURFACE TRANSPORTATION EXTENSION
ACT OF 2004 (PUBLIC LAW 108-202) 115

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority (sec. 12 of the Act)

Prior Law

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund through February 29, 2004, for purposes pro-
vided in specified authorizing legislation as in effect on the date of
enactment of the most recent authorizing Act (the Surface Trans-
portation Extension Act of 2003).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through February 29, 2004.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule”. The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-
month period remains the same as the rate in effect on the date
of enactment of that Act.

115 H R. 3850. The House passed the bill by unanimous consent on February 26, 2004. The
Senate passed the bill by unanimous consent on February 27, 2004. The President signed the
bill on February 29, 2004.

(65)
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Explanation of Provision 116

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through April 30,
2004. The Act also updates the Highway Trust Fund cross ref-
erences to authorizing legislation to include expenditure purposes
in this Act and prior authorizing legislation as in effect on the date
of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule (through April 30, 2004)
created by the Surface Transportation Extension Act of 2003.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
April 30, 2004. The Act also updates the Aquatics Resources Trust
Fund cross references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Effective Date

The provision is effective on the date of enactment (February 29,
2004).

116 The expiration dates described herein were subsequently extended by the Surface Trans-
portation Extension Act of 2004, Part II; the Surface Transportation Extension Act of 2004, Part
IIT; the Surface Transportation Extension Act of 2004, Part IV; and the Surface Transportation
Extension Act of 2004, Part V, described in Part Eleven, Part Twelve, Part Thirteen, and Part
Fourteen, respectively.



PART NINE: THE SOCIAL SECURITY PROTECTION ACT
OF 2004 (PUBLIC LAW 108-203) 117

A. Technical Amendment Clarifying Treatment for Certain
Purposes of Individual Work Plans under the Ticket to
Work and Self-Sufficiency Program (sec. 405 of the Act,
sec. 1148(g)(1) of the Social Security Act, and sec. 51 of the
Code)

Present and Prior Law

The work opportunity tax credit is a temporary credit available
on an elective basis for employers hiring individuals from one or
more of eight targeted groups.11® The credit generally equals 40
percent (25 percent for employment of 400 hours or less) of quali-
fied first-year wages. Generally, qualified first-year wages are
qualified wages (not in excess of $6,000) attributable to service ren-
dered by a member of a targeted group during the one-year period
beginning with the day the individual began work for the employer.
Therefore, the maximum credit per employee is generally $2,400
(40 percent of the first $6,000 of qualified first-year wages).

For purposes of the credit, the eight targeted groups are: (1) cer-
tain families eligible to receive benefits under the Temporary As-
sistance for Needy Families Program; (2) high-risk youth; (3) quali-
fied ex-felons; (4) vocational rehabilitation referrals; (5) qualified
summer youth employees; (6) qualified veterans; (7) families receiv-
ing food stamps; and (8) persons receiving certain Supplemental
Security Income (SSI) benefits.

For purposes of the credit, the term “vocational rehabilitation re-
ferral” means any individual who is certified by the local des-
ignated agency as: (1) having a physical or mental disability that,
for the individual, constitutes or results in a substantial handicap
to employment; and (2) having been referred to the employer upon
completion of (or while receiving) rehabilitative services pursuant
to either an individualized written plan for employment under a
State plan for vocational rehabilitation services approved under the
Rehabilitation Act of 1973, or a program of vocational rehabilita-
tion for veterans carried out under applicable Federal law.

The Ticket to Work and Work Incentives Improvement Act of
1999 established the “Ticket to Work” program under the Social

117H R. 743. The House Committee on Ways and Means reported the bill on March 24, 2003
(H.R. Rep. No. 108-46). The House passed the bill on April 2, 2003. The Senate Committee on
Finance reported the bill on October 29, 2003 (S. Rep. No. 108-176). The Senate passed the bill,
as amended, on December 9, 2003. The bill, as amended, passed the House on February 11,
2004. The President signed the bill on March 2, 2004.

118 Section 303 of the Working Class Families Tax Relief Act of 2004, also described in Part
Fifteen of this document, provides for the extension of the work opportunity tax credit for two
years, i.e., for wages paid to qualified individuals who begin work for an employer after Decem-
ber 31, 2003, and before January 1, 2006.
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Security Act.11® Under this program, a disabled individual may be
employed pursuant to an individual work plan developed by an ap-
proved employment network, which may include private organiza-
tions, rather than pursuant to an individualized written plan for
employment under a State plan approved under the Rehabilitation
Act of 1973.

Reasons for Change

The Congress noted that the Ticket to Work program was de-
signed to increase choice available to beneficiaries when they select
providers of employment services. The Congress believed that em-
ployers hiring individuals with disabilities should be able to qualify
for the work opportunity tax credit, regardless of whether the em-
ployment referral is made by a public or private service provider.
The Congress believed the eligibility criteria for the work oppor-
tunity tax credit should be updated to conform to the expansion of
employment services and the increase in number and range of vo-
cational rehabilitation providers as a result of the enactment of the
Ticket to Work Act.

Explanation of Provision

Under the Act, an individual work plan established pursuant to
the Ticket to Work program under the Social Security Act is treat-
ed, for purposes of the work opportunity tax credit, as an individ-
ualized written plan for employment under a State plan approved
under the Rehabilitation Act of 1973.

Effective Date

The provision is effective as if included in the Ticket to Work and
Work Incentives Improvement Act of 1999.

B. Clarification Respecting the FICA and SECA Tax Exemp-
tions for an Individual Whose Earnings Are Subject to the
Laws of a Totalization Agreement Partner (sec. 415 of the
Act and secs. 1401(c), 3101(c), and 3111(c) of the Code)

Present and Prior Law

Under the Federal Insurance Contributions Act (“FICA”), which
is part of the Code, a tax is imposed on the wages paid by an em-
ployer to an employee.120 FICA tax consists of two parts: (1) old
age, survivor and disability insurance (“OASDI”), which correlates
to the Social Security program that provides monthly benefits after
retirement, disability, or death; and (2) Medicare hospital insur-
ance (“HI”). The OASDI tax rate is 6.2 percent on both the em-
ployee and employer (for a total rate of 12.4 percent). The OASDI
tax rate applies to compensation up to the OASDI wage base
($87,900 for 2004). The HI tax rate is 1.45 percent on both the em-
ployee and the employer (for a total rate of 2.9 percent). Unlike the
OASDI tax, the HI tax is not limited to a specific amount of com-
pensation.

119 Pub. L. No. 106-170.
120 Code secs. 3101-3128.
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FICA tax generally applies only to employees, not to individuals
engaged in a trade or business. Instead, such individuals are sub-
ject to tax under the Self-Employment Compensation Act (“SECA”)
on their self-employment income.121 Like FICA tax, SECA tax con-
sists of two parts, OASDI and HI.

Under the Social Security Act, an individual receives credit for
his or her wages and self-employment income, which is used to de-
termine eligibility for monthly Social Security benefits and Medi-
care coverage.

The United States may enter into agreements (referred to as “to-
talization” agreements) with foreign countries (referred to as “total-
ization agreement partners”) to coordinate coverage and contribu-
tions (or taxes) under the Social Security program with similar pro-
grams of other countries.122 These agreements generally eliminate
dual social security coverage and taxes for the same work and
earnings. Wages and self-employment income are exempt from
FICA and SECA to the extent that, under a totalization agreement
with a foreign country, the wages or self-employment income is
subject to taxes or contributions for similar purposes under the So-
cial Security system of the foreign country.

Reasons for Change

The Congress noted that, under U.S. totalization agreements, a
person’s work is generally subject to the Social Security laws of the
country in which the work is performed. The Congress further
noted that, in most cases, the worker (whether subject to the laws
of the United States or the other country) is compulsorily covered
and required to pay contributions in accordance with the laws of
that country; in some instances, however, work that would be
compulsorily covered in the United States is excluded from compul-
sory coverage in the other country (such as Germany). The Con-
gress was concerned that, in such cases, the IRS had questioned
the exemption from U.S. Social Security tax for workers who elect
not to make contributions to the foreign country’s retirement sys-
tem. The Congress believed that any question should be removed
regarding the exemption, in a manner consistent with the general
philosophy behind the coverage rules of totalization agreements.

Explanation of Provision

Under the Act, wages and self-employment income are exempt
from FICA and SECA to the extent that, under a totalization
agreement with a foreign country, the wages or self-employment in-
come is subject exclusively to the laws applicable to the Social Se-
curity system of the foreign country. As a result, an individual’s
earnings are exempt from FICA and SECA in cases in which the
earnings are subject to a foreign country’s Social Security system
in accordance with a totalization agreement, but the foreign coun-
try’s law does not require compulsory contributions on those earn-
ings. The Act establishes that such earnings are exempt from FICA
and SECA regardless of whether the individual elects to make con-
tributions to the foreign country’s Social Security system.

121 Code secs. 1401-1403.
122 Sec. 233 of the Social Security Act.
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Effective Date

The provision is effective on the date of enactment (March 2,
2004).

C. Technical Amendments

1. Technical correction relating to retirement benefits of
ministers (sec. 422 of the Act and sec. 211(a)(7) of the So-
cial Security Act)

Present and Prior Law

Under the Self-Employment Compensation Act (“SECA”), which
is part of the Code, an individual engaged in a trade or business
is subject to tax on his or her self-employment income, which is
based on net earnings from self-employment.123 SECA tax consists
of two parts: (1) old age, survivor and disability insurance
(“OASDI”), which correlates to the Social Security program that
provides monthly benefits after retirement, disability, or death; and
(2) Medicare hospital insurance (“HI”). The Code contains defini-
tions of “self-employment income” and “net earnings from self-em-
ployment” that apply for SECA purposes.

Under the Social Security Act, an individual receives credit for
his or her self-employment income, which is used to determine in-
sured status, that is, eligibility for monthly Social Security benefits
and Medicare coverage, as well as the amount of monthly benefits.
The Social Security Act contains definitions of “self-employment in-
come” and “net earnings from self-employment” that parallel the
Code definitions. Generally, if a statutory change is made to these
ieﬁnitions, it is made both in the Code and in the Social Security

ct.

The Small Business Job Protection Act of 1996124 amended the
Code to provide that, in the case of a minister or member of a reli-
gious order, net earnings from self-employment does not include
the rental value of a parsonage or parsonage allowance provided
after the individual retires or any other retirement benefit received
from a church plan after the individual retires. This amendment
was effective for years beginning before, on, or after December 31,
1994.

Reasons for Change

The Congress noted that the Small Business Job Protection Act
of 1996 provided that certain retirement benefits received by min-
isters and members of religious orders are not subject to SECA
taxes. However, a conforming change was not made to the Social
Security Act to exclude these benefits from being counted for the
purpose of acquiring insured status and calculating Social Security
benefit amounts. The Congress was concerned that this income was
therefore not treated in a uniform manner. The Congress believed
that the Social Security Act should be conformed to the Code with
respect to such income.

123 Secs. 1401-1403.
124Pub. L. No. 104-188.
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Explanation of Provision

The Act makes a conforming change to the definition of net earn-
ings from self-employment under the Social Security Act to exclude
the rental value of a parsonage or a parsonage allowance provided
after a minister or member of a religious order retires or any other
retirement benefit received from a church plan after the individual
retires. Thus, these benefits are not included in earnings for pur-
poses of determining insured status or the amount of monthly So-
cial Security benefits.

Effective Date

The provision is effective for years beginning before, on, or after
December 31, 1994.

2. Technical correction relating to domestic employment
(sec. 423 of the Act, sec. 3121(a)(7)(B) and (g)(5) of the
Code, and secs. 209(a)(6)(B) and 210(f)(5) of the Social
Security Act)

Present and Prior Law

Under the Federal Insurance Contributions Act (“FICA”), which
is part of the Code, a tax is imposed on the wages paid by an em-
ployer to an employee.125 FICA tax consists of two parts: (1) old
age, survivor and disability insurance (“OASDI”), which correlates
to the social security program that provides monthly benefits after
retirement, disability, or death; and (2) Medicare hospital insur-
ance (“HI”). For this purpose, “wages” is defined as all remunera-
tion for employment, with certain specified exceptions.

This definition of wages provides an exception for cash remu-
neration paid by an employer to an employee for agricultural labor
unless the total cash remuneration paid to the employee in the cal-
endar year is $150 or more. For this purpose, under prior law, agri-
cultural labor included service performed on a farm operated for
profit if the service was domestic service in the private home of the
employer. In addition, for years beginning after December 31, 1994,
wages does not include cash remuneration paid to an employee in
the private home of the employer if the total cash remuneration
paid to the employee in the calendar year is less than a specified
amount ($1,400 for 2004).

Under the Social Security Act, an individual receives credit for
his or her wages, which is used to determine insured status, that
is, eligibility for monthly Social Security benefits and Medicare cov-
erage, as well as the amount of monthly benefits. The Social Secu-
rity Act contains a definition of wages that parallels the Code defi-
nitions, including exceptions for cash remuneration paid for agri-
cultural labor or domestic service.

Reasons for Change

The Congress recognized that, prior to 1994, domestic service on
a farm was treated as agricultural labor and was subject to the
wage threshold for agricultural labor. The Congress noted that, ac-

125 Secs. 3101-3128.
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cording to the Social Security Administration, in 1994, when Con-
gress amended the law with respect to domestic employment, the
intent was that domestic employment on a farm would be subject
to the wage threshold for domestic employees instead of the thresh-
old for agricultural labor. However, the Congress believed that the
prior-law language was unclear, making it appear as if domestic
employees on farms were subject to both thresholds.

Explanation of Provision

Under the Act, domestic service on a farm operated for profit is
treated as domestic service in a private home, rather than as agri-
cultural labor. As a result, the same wage threshold applies to cash
remuneration for domestic service on a farm as applies to domestic
service in a private home. That is, cash remuneration paid to an
employee for domestic service on a farm operated for profit is not
wages if the total cash remuneration paid to the employee in the
calendar year is less than a specified amount ($1,400 for 2004).

Effective Date

The provision is effective on the date of enactment (March 2,
2004).

3. Technical correction of outdated references (sec. 424 of
the Act, sec. 3102(a) of the Code, and sec. 211(a)(15) of
the Social Security Act)

Present and Prior Law

Various provisions of the Code and the Social Security Act con-
tain cross-references to other statutory provisions.

Reasons for Change

The Congress noted that, over the years, provisions in the Social
Security Act, the Code and other related laws have been deleted,
redesignated or amended; however, necessary conforming changes
have not always been made. The Congress further noted that, con-
sequently, prior law contained some outdated references.

Explanation of Provision

Under the Act, language referring to a previously repealed 20-
day work test for agricultural labor is deleted from the Code, and
a cross-reference in the Social Security Act to a Code provision is
corrected.

Effective Date

The provision is effective on the date of enactment (March 2,
2004).
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4. Technical correction respecting self-employment income
in community property States (sec. 425 of the Act, sec.
1402(a)(5) of the Code, and sec. 211(a)(5) of the Social Se-
curity Act)

Present and Prior Law

The Code and the Social Security Act define “net earnings from
self-employment” in order to determine self-employment income,
which is subject to tax under the Code and is credited as earnings
under the Social Security Act. Under prior law, the Code and the
Social Security Act provided that, in determining net earnings from
self-employment, if any income derived from a trade or business
(other than a partnership) is community income under applicable
community property laws, all of the income and deductions attrib-
utable to the trade or business are treated as the income and de-
ductions of the husband unless the wife exercises substantially all
of the management and control of the trade or business, in which
case all of the income and deductions are treated as income and de-
ductions of the wife.

This rule was held to be unconstitutional, and, as a result, the
same rule for attributing the income and deductions of a trade or
business to a spouse applied to taxpayers in community property
States and in non-community States.126 Under this rule, income
and deductions of a trade or business (other than a partnership)
are attributed to the spouse carrying on the trade or business.

Reasons for Change

The Congress noted that then-present law was found to be un-
constitutional in several court cases in 1980 and that, since then,
income from a trade or business that is not a partnership in a com-
munity property State has been treated the same as income from
a trade or business that is not a partnership in a non-community
property State, that is, it is taxed and credited to the spouse who
is found to be carrying on the business. The Congress believed that
a change should be made to conform the provisions in the Social
Security Act and the Internal Revenue Code to current practice in
both community property and non-community property States.

Explanation of Provision

Under the Act, in determining net earnings from self-employ-
ment, if any income derived from a trade or business (other than
a partnership) is community income under applicable community
property laws, the income and deductions attributable to the trade
or business are treated as the income and deductions of the spouse
carrying on the trade or business or, if the trade or business is
jointly operated, treated as the income and deductions of each
spouse on the basis of their respective distributive shares of the in-
come and deductions. The Act thus conforms the statutory defini-
tion of net earnings from self-employment with administrative
practice.

126 See Rev. Rul. 82-39, 1982-1 C.B. 119.
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Effective Date

The provision is effective on the date of enactment (March 2,
2004).



PART TEN: PENSION FUNDING EQUITY ACT OF 2004
(PUBLIC LAW 108-218) 127

I. PENSION FUNDING

A. Temporary Replacement of 30-Year Treasury Rate and
Election of Alternative Deficit Reduction Contribution
(secs. 101 and 102 of the Act and secs. 404, 412 and 415 of
the Code)

Present and Prior Law

In general

The interest rate on 30-year Treasury securities is generally used
for several purposes related to defined benefit pension plans, spe-
cifically: (1) in determining current liability for purposes of the
funding and deduction rules; (2) in determining unfunded vested
benefits for purposes of Pension Benefit Guaranty Corporation
(“PBGC”) variable rate premiums; and (3) in determining the min-
imum required value of lump-sum distributions